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PREFACE 


Finance as an industry has changed beyond recognition in the past ten years. The events 
of the 2007-2008 crisis had a profound impact on the way the banking sector is struc- 
tured and regulated and on the way banks and financial institutions do business, payment 
systems operate, and financial transactions are concluded. More recently a revolution in 
information technology has pushed even further the industry's transformation, this time 
in terms of processes and business models. What of the implications of all this for the law? 

‘Money will not manage itself .. That was the judgment of Walter Bagehot in his well- 
known book, Lombard Street, first published in 1873. The book was written in the wake 
of the failure of Overend, Gurney & Co. Overend Gurney began as a discount house, 
discounting bills of exchange and taking deposits from banks on the security of bills. But 
it began making investments—railways both in Britain and abroad were a favourite—and 
it became second in size to the Bank of England. Many of the investments were specula- 
tive and, when the storm came, it did not have the capacity to weather it. On 10 May 1866 
it suspended payment. Panic followed and there were runs on banks as many sought to 
withdraw their deposits. Some 200 banks and companies collapsed in Overend Gurney’s 
wake. Bagehot’s argument was not that the Bank of England should have saved Overend 
Gurney; he regarded it as rotten to the core. However, his thesis was that when sound 
financial firms faced liquidity problems, the Bank of England should offer lender of last 
resort facilities. 

While Bagehot’s Lombard Street is remembered for the lender of last resort argument, 
it also contained conclusions on what would be regarded these days as bank regulation, in 
particular, the need for joint stock (commercial) banks to have adequate reserves, as well 
as diligent directors to monitor the managers, who ‘may easily glide into dangerous and 
insecure transactions .. . ` 

There is some resonance with the Overend Gurney affair and the global financial crisis 
of 2008-09. It began in earnest in Britain when what had been a relatively small building 
society in the north of England, Northern Rock, got out of its depth. It had converted to a 
bank and began funding an ambitious expansion in its home mortgage business through 
the wholesale markets and securitizing its mortgage loans. With the onset of the crisis the 
demand for securitized home mortgages evaporated, and in September 2007 Northern 
Rock had to obtain liquidity support from the Bank of England though Bagehot's lender 
of last resort facilities. But once that news was public, there was a run on the bank by its 
many small depositors, the first bank run in Britain since Overend Gurney times. By early 
2008 the bank had to be taken into public ownership. 

Then in September 2008 the large American investment bank, Lehman Brothers, filed 
for Chapter 11 bankruptcy protection. Its managers had allowed it to become overex- 
posed in the subprime mortgage market. Lehman's fate accentuated the financial crisis. 
More British banks were in trouble. Royal Bank of Scotland had overreached itself with its 
grossly overambitious expansion programme—for a time it was one of the largest banks in 
the world—and in October 2008 the government had to inject huge amounts of capital to 
keep it afloat, thereby becoming majority owner. Lloyd’s Bank and Bank of Scotland met 
a similar fate. 
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The upshot of the global financial crisis has been economic hardship for many, which 
in some respects still continues. There has also been public outrage at corporate behaviour 
and political disillusionment and upheaval. These trends have been accentuated by subse- 
quent scandals, leading banks being subject to massive fines and penalties. 

Of immediate concern for this book is that the global financial crisis and these subse- 
quent events have changed the face of banking and of banking law. Although there has 
been no return to the traditional models of high street and investment banking, banks are 
more bounded than they were before the crisis. Bank regulation has been ratcheted up 
and its reach extended into new areas as with capital requirements, the conduct of deriva- 
tive transactions, and the introduction of bank resolution regimes if an institution meets 
a bad end. As well, the behaviour, rewards, and ethics of individual bankers are back on 
the regulatory table. While the rash of litigation by customers against banks has not been 
associated with the same legal transformation as in regulatory law, it has raised questions 
about the application of some private law principles in the context of bank misbehaviour. 

The expanding compass of banking law, coupled with my penchant for career breaks, 
meant that if a further edition of this book were to be completed within a reasonable 
time I would need assistance. I have been very fortunate in the team which has rallied to 
the task. 

Part I of the book is new. Chapters 1-5 have been written by Emilios Avgouleas, who is 
acknowledged internationally as a leading scholar in banking theory and regulatory law. 
Kristin van Zwieten, an expert in insolvency law, is responsible for Chapter 6 on bank reso- 
lution, and has also revised Chapters 14, 15 (Sections I and II), and 16. Christopher Hare, 
whose very fine contributions on banking law are well known, has rewritten Chapters 13 
and 17. Chapters 15 (Section II) and 18 have been revised by Theodor van Sante, who 
has been able to draw on his extensive experience in legal practice in these areas. I remain 
responsible for Part II of the book and Chapter 12. We are all indebted to the publishers for 
their diligence and patience, especially our editors Johns Carroll and Sarah Stephenson. 

As the preface to the earlier editions noted, the book does not purport to offer an 
exhaustive treatment of the subject but, as the title indicates, is an account of its contours. 
The framework from the first edition has worn well in encompassing the main features 
on the law governing banks and banking transactions. Limited space in this edition has 
meant that some of the topics covered in previous editions have been omitted including 
aspects of the law of central banking and payment. Notwithstanding these limitations we 
all hope, as the first edition commented, that the book provides a clear, up-to-date account 
of the subject matter, as well as conveying something of its importance and excitement. 


Ross Cranston 
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BANKS IN 
THE FINANCIAL SYSTEM 


Banks are a central feature of economic life, and have been since much earlier than the 
late seventeenth century, when banks in their modern form started appearing in Britain.’ 
The existence of banking in the Egyptian and Babylonian civilizations? can be discovered 
through interpretation of ancient sources. Thus, modern banking in the loan and payment 
networks can be traced back to the Knights Templar and the Italian renaissance banks, 
where the Medicis featured prominently.’ For most of the nineteenth and twentieth centu- 
ries and betore the transformation of modern financial systems into a thick and complex 
web of claims and counterclaims, tradable assets, and risks, banks were the only important 
financial institution. The transformation that banks have undergone in the intervening 
centuries up until today’s open global markets has made the struggle of making them safe 
ever harder and more challenging. 

Whether operating under the principle of limited or unlimited liability, on a purely 
domestic or international basis, as mainstream lenders or as part of complex organiza- 
tions, within a free banking environment or under the protective ‘wings’ of the lender 
of last resort facility of central banks, banks have never been simple creatures. They nor- 
mally operate on the basis of a fractional reserve system, trading at a large multiple over 
shareholders’ equity and keeping only small reserves against their liabilities, i.e. money 
entrusted to them by depositors with the balance being lent out in the economy to be 
transformed into bank assets. 

The fractional reserve principle is most important not only because it is at the heart of bank 
vulnerabilities, as we will see in subsequent chapters, but also because it is one of the main 
channels of money circulation and credit multiplication in the economy, raising overall levels 
of liquidity (and leverage). Banks are inextricably linked with money supply and are thus a key 
transmitter of monetary policy. While this is a more complex process than it sounds, things 
have become even more sophisticated in recent years as it is commercial bank lending, espe- 
cially short-term lending, that seems to generate deposits, rather than the other way around.’ 

The fractional reserve principle and the impact it has had on multiplying money circu- 
lation has often attracted hostility against fractional reserve banks and the central banks’ 


1 A good example is the Bank of Scotland, which was established in Edinburgh in 1695 with the purpose 
of conducting commercial banking operations. See for the history of the Bank of Scotland, which was set up 
at the same time as the Bank of England albeit with a different focus: R. Saville, Bank of Scotland. A History 
1695-1995 (Edinburgh, Edinburgh University Press, 1996), 2-10. 

See G. Davies, A History of Money from Ancient Times to the Present Day (Cardiff, University of Wales 
Press, 1994). 

3 See R. A. Goldthwaite, Banks, Palaces and Entrepreneurs in Renaissance Florence (Aldershot, Routledge, 
1995). 

* M. McLeay, A. Radia, and R. Thomas, ‘Money Creation in the Modern Economy’ Bank of England, 
Quarterly Bulletin 2014, Q.1, 1-14. 


4 PRINCIPLES OF BANKING LAW 


role in supporting their liquidity operations (see Chapter 4). However, in this era where 
money supply can be multiplied through several other instruments including hypotheca- 
tion of securities to create short-term cash claims, and given the advent of electronic cur- 
rencies,° this hostility is probably unjustified. 

Having said that, fractional reserve banking presupposes a strong trust in the safety of 
individual banks and the stability of the entire financial system. But such confidence can 
easily evaporate because of trouble within a bank or because of developments in other 
parts of the financial system or even outside the financial system in the wider national and 
international economy. 

The pace of transformation in bank business has been unprecedented in the past three 
decades. This is a period that roughly coincides with global trade liberalization and the 
development of effective and rapid communications, normally defined as the era of global- 
ization. In this era banking has experienced two distinct phases, the period between 1990 
and 2008 and the period post-2008. During the first phase the biggest banks gradually 
moved to a multifunctional-universal bank model with a global geographic coverage. So 
banks became increasingly transnational. This transformation was mostly market-driven 
and was aided by four very important developments:° 


(a) the gradual abolition of national controls on cross-border capital flows; 
(b) great advancements in computing and communications technology; 


(c) deregulation, which signalled a shift of big bank business from lending to trading 
operations and other capital market activities; 


(d) a benign macroeconomic environment with falling inflation and attendant interest 
rates, which led to an explosion of credit supply. 


One of the most important consequences of the Global Financial Crisis (GFC) that began 
in 2008 was that governments had to put together expensive bail-out plans in order to res- 
cue from insolvency severely undercapitalized banks in crisis, especially large banks with 
systemic importance (so-called too-big-to-fail banks). Their collapse would have rein- 
forced a dangerous chain reaction of panic, contagion, and instability. As a consequence, a 
host of new policies and regulatory reforms have been implemented at the global, regional, 
and national level to counter the devastating effects of the GFC and to prevent a repetition 
of a crisis of such magnitude. Thus, since 2008, a new banking industry has emerged that 
is strictly regulated and, to some extent, increasingly localized. 

The purpose of Part I of this book is to chart these developments and provide a com- 
prehensive principles-based analysis of the current state of bank regulation. But to do 
so it is necessary first to discuss the economic functions and organizational structure of 
contemporary banking. This is the subject matter of this chapter, which will also pro- 
vide a contemporary understanding of what the term ‘bank’ means in the post-2008 era, 
especially in light of the strong currents of financial innovation and sweeping regulatory 
reforms that demarcate today’s financial markets. Accordingly, the rest of this chapter is 
divided into six sections. The first discusses the role of banks in the economy. It offers a 
brief account of the role of the financial system in capital allocation and risk management 


* For analysis see ECB, ‘Virtual Currency Schemes—A Further Analysis, February 2015, available at www. 
ecb.europa.eu/pub/pdf/other/virtualcurrencyschemesen. pdf. For a good discussion of electronic currencies as 
a new asset class see L. Shin, ‘Digital Currencies Show Potential to be New Asset Class as Demand for Bitcoin 
Rival Ethereum Rises, Forbes Digital Money, 20 May 2016. 

° E. Avgouleas, “The Global Financial Crisis, Behavioural Finance and Financial Regulation: In Search of a 
New Orthodoxy’ (2009) 9 Journal of Corporate Law Studies 23, 25-6. 
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as well as of key bank functions in this respect. Section II offers a concise discussion of 
the rise and fall of the multifunctional bank in the era of globalization. Section III dis- 
cusses the different aspects of the too-big-to-fail bank problem and its possible causes. It 
also offers a very brief overview of the regulatory strategies and policies adopted to deal 
with it. Section IV offers a brief account of the profound impact that financial innov- 
ation has had in the way banks have conducted their business since the 1990s. Section V 
explains the international nature of bank regulation and the standard-setting and regu- 
latory coordination provided by key transnational regulatory networks such as the Basel 
committee on Bank Supervision and the Financial Stability Board. Section 6 discusses the 
legal definition of the term ‘bank in the United States of America and of ‘credit institu- 
tion’ under European Union legislation, and highlights limitations of these definitions on 
the basis of the analysis offered in preceding sections. To this effect Section VI advances 
a new understanding of what the term ‘bank means in the post-2008 era. 


I. THE ROLE OF BANKS IN THE FINANCIAL 
SYSTEM AND THE ECONOMY 


A. FUNDAMENTAL FUNCTIONS OF THE FINANCIAL SYSTEM 


Generally speaking, financial systems transform the size, maturity, and risk characteris- 
tics of economic assets. They comprise a number of markets and financial intermediaries. 
Intermediaries may offer different types of financial products and services, serve different 
sets of customers, and operate in particular geographic areas. Well-developed financial 
markets offer to savers and investors a variety of short- and long-term savings and invest- 
ment instruments. These instruments effectively package risk and return so that individual 
or institutional savers who wish to participate in markets can do so, taking into account 
their perceived willingness to accept risk. 

One of the fundamental functions of the financial system is to mobilize savings and 
transform the maturity of financial assets, turning short-term claims into long-term loans 
and investment. Mobilization—pooling—is a costly process of agglomerating capital from 
disparate savers for the purpose of investment. Mobilizing savings involves overcoming 
the transaction costs associated with collecting savings from different individuals and 
those associated with information asymmetries which investment activity entails, making 
savers feel more comfortable to relinquish control of their savings.’ To economize on the 
costs associated with multiple bilateral contracts, pooling normally occurs through finan- 
cial intermediaries.” Banks, mutual funds, and securities markets all provide vehicles for 
trading, pooling, and diversifying risk. Savers can make their cash surpluses available for 
investment by purchasing financial assets such as debt and equity securities or by placing 
their savings with a bank. Banks, alongside capital markets, have traditionally been the main 
medium for the mobilization of savings. Since the 1970s, collective investment vehicles 
in the form of investment funds (in all of their forms) have served a similar purpose.” 


é E, Avgouleas, ‘International Financial Regulation, Access to Finance, Systemic Stability, and Development’ 
(2008) LAWASIA Journal 92-113. 

7 For extensive discussion and further bibliography see E. Avgouleas, Governance of Global Financial 
Markets: The Law, the Economics, the Politics (Cambridge, Cambridge University Press, 2012), Chs 1 and 2. 

® See, in general, R. Levine, ‘Financial Development and Economic Growth—Views and Agenda, World 
Bank Policy Research WP 1678, October 1996, 18-19. 

° E, R. Sirri and P. Tufano, ‘The Economics of Pooling’ in D. B. Crane and K. A. Froot (eds.), The Global 
Financial System: A Functional Perspective (Boston, Mass., Harvard University Press, 1995), 81-128, at 83. 
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The costs associated with evaluating firms, managers, and markets can be prohibitively 
high. Individual savers may not have the ability to collect, process, and produce infor- 
mation on possible investments. Savers are, in principle, reluctant to invest in activities 
about which there is little reliable information. Thus, high information search costs may 
keep capital from flowing to its highest value use. Financial intermediaries reduce the 
costs of acquiring and processing information and thereby improve resource allocation. 
Therefore, in the absence of developed financial systems, only investments financed by 
individual savers or closely knit groups of individuals would be possible. This means that 
most growth-enhancing and highly profitable investments would not be undertaken and 
most capital would be invested in activities yielding low profits. 

Essentially, financial systems mediate between the short-term perspectives of these sav- 
ers and the long-term perspectives of borrowers. They do so through the transformation 
of maturities by borrowing short and lending long or by buying and selling long-term 
instruments in secondary markets prior to their maturity. Savers normally do not like risk, 
but high-return projects tend to be riskier than low-return projects.’° Engaging in innov- 
ation is risky. The ability to hold a diversified portfolio of innovative projects reduces risk 
and promotes investment by savers in growth-enhancing innovative activities. Therefore, 
better savings mobilization can improve resource allocation and boost technological 
innovation.’' But, to discharge this role, financial systems need to be equipped with the 
necessary infrastructure, especially with regard to the clearing and settlement of pay- 
ments, which is another key function of financial systems. 


B. KEY BANK FUNCTIONS 


Banks are the most important component of the financial system. The sound and safe 
operation of the banking system is of strategic importance not only in fostering economic 
development but also in ensuring social and economic stability. More analytically, banks, 
as part of the financial system, perform the following economic functions:’” 


(i) savings mobilization; 
(ii) maturity transformation; and 


(iii) management of liquidity risk. 
The way banks pertorm these functions is briefly explained in the paragraphs below. 


(i) Savings mobilization 


The key to bank mobilization of savings (which may be used as long-term investments) is 
depositor confidence. Preserving user confidence in the banks can create a strong virtuous 
cycle for any economy. First, if savers are confident about the safety and sound operation of 
the formal banking sector they will avoid channelling their savings to the informal bank- 
ing sector, which is highly inefhcient and is sometimes operated fraudulently (e.g. loan 
sharks). Secondly, the sound and safe operation of a competitive banking system ensures 
access to bank finance by interested firms at reasonable, market-based interest rates, 
allowing them to implement their investment plans based on such financing and to avoid 


1° R, Levine, ‘Finance and Growth: Theory and Evidence’ in P. Aghion and S. Durlauf (eds.), Handbook of 
Economic Growth (London, Elsevier, 2005), Vol. 1, Ch. 12, 877-8. 

u Sirri and Tufano (n. 9), 84-5. 

12 See, in general, F. Allen and E. Carletti, ‘The Roles of Banks in Financial Systems, 21 March 2008, avail- 
able at http://fic.wharton.upenn.edu/fic/papers/08/0819.pdf. 
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over-borrowing. As a result, banks need to establish a reputation for credibility and finan- 
cial soundness, so that savers feel comfortable about entrusting their savings to them.” 

However, savers, especially depositors, face serious information asymmetries and it is 
very hard for banks themselves to appear credible when they advertise their own sound- 
ness. The fundamental objective of bank regulation (extensively discussed in Chapter 2) 
is safeguarding the safety and soundness of individual institutions and of the financial 
system as a whole so as to preserve user confidence. 


(ii) Maturity transformation 


As part of their core business, banks mediate, inter alia, between the short-term perspec- 
tives of savers and the long-term perspectives of borrowers.'* They do so through the 
transformation of maturities, mainly by borrowing short-term and lending long-term. 
Maturity transformation, namely turning short-term claims like deposits into long-term 
assets (loans), is a key function of the banking system. The ability of financial systems to 
provide risk diversification can affect long-run economic growth by altering resource allo- 
cation and savings rates. But to reduce their risk, savers tend to be unwilling to tie up their 
funds for the long term. On the other hand, when borrowers need funds for investment 
and not immediate consumption their horizon is longer-term, especially where the credit 
is to be used for the acquisition of capital assets. 


(iii) Management of liquidity risk and impact on growth 


Liquidity is concerned with the cost and speed with which economic agents can convert 
financial instruments into purchasing power at agreed prices. A bank account is a very 
liquid asset since it is almost like holding cash, in the currency (medium of exchange) of 
a country. Liquidity risk arises due to the uncertainties associated with converting assets 
into cash.'* As explained earlier, information asymmetries and transaction costs may 
inhibit liquidity and intensify liquidity risk. These frictions create incentives for the emer- 
gence of financial markets and institutions such as banks, which augment liquidity. 

The link between liquidity and growth requires some explanation. High-return projects 
often entail a long-term commitment of capital, but savers do not like to relinquish control 
of their savings for long-periods."® If the financial system does not augment the liquid- 
ity of long-term investments, less investment is likely to occur in high-return projects. 
With liquid financial markets, savers can hold liquid assets—like equity, bonds, or demand 
deposits—which they can quickly and easily sell if they want access to their savings. 

By providing demand deposits and choosing an appropriate mixture of liquid and 
illiquid investments, banks provide insurance to savers against the risk of illiquidity."’ 
They thus ensure that funds are offered as credit, especially to individual borrowers or 
small enterprises whose size or financial condition precludes them from accessing capital 
market investment. By eliminating liquidity risk, banks can increase investment in high- 
return, illiquid assets and can thus accelerate economic growth."* 


(iv) Other benefits 


Free banking markets, that is banks operating in a competitive environment and with- 
out government control on their lending decisions, can facilitate individual economic and 
social mobility. Affording individuals and small enterprises access to credit and banking 


13 Levine (n. 10), 879. 14 Levine (n. 10), 875-6. 15 Levine (n. 10), 876. 


16 Levine (n. 10), 877-8. 17 Levine (n. 10), 878-9. 
18 Levine (n. 10), 878-9. See also V. R. Bencivenga and B. D. Smith, ‘Financial Intermediation and 


Endogenous Growth’ (1991) 58 The Review of Economic Studies, 195-209. 
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services, which might not be available otherwise, whether by means of mainstream or 
community banking, or through microfinance schemes, can help mobilize individual and 
group talent. In a nutshell, availability of credit facilitates the implementation of business 
ideas that improve the financial and social condition of a person or group of persons. 
Moreover, granting the poor access to savings accounts by the poor facilitates their for- 
ward planning and to some extent alleviates any future short-term income shocks they 
may experience (e.g. unemployment), making them more proactive and entrepreneur- 
ial.!° These benefits accrue to societies in addition to those flowing from the ability of the 
financial system to finance long-term development or infrastructure projects which have 
a strong social utility. j 


II. BANKS IN THE ERA OF GLOBALIZATION 


A. THE RISE OF MULTIFUNCTIONAL BANKS 


The transformation of banking in the period between 1990 and 2008 was marked by the 
gradual rise of multifunctional universal banks. A number of pre-existing restrictions 
on mixing mainstream commercial banking with securities activities were gradually 
abolished. 

Requisite restrictions in the United States dated as far back as the National Bank Act 
1864, which prohibited federally chartered, but not state banks, from dealing in non-gov- 
ernment securities. National banks were able to avoid the restriction by forming state afħl- 
iates. Consequently, in 1913, the Federal Reserve Act removed the restriction on national 
banks as well. By the late 1920s, banks and bank affiliates were underwriting, distributing, 
and facilitating the issue of securities on a large scale.” The 1929 stock market crash and 
the ensuing era of the Great Depression led to a revival of the legal separation of banking 
from securities business by means of the Glass-Steagall Act.*' In the aftermath of the 1929 
crash, 9,000 United States banks of all sizes failed leading to a widespread restructuring 
of the United States banking industry in March 1933, at the end of a month-long run on 
United States banks.”” Most United States policymakers, including the Roosevelt adminis- 
tration, thought this collapse had been caused partly by banks or bank affiliates engaging 
in the riskier business of distributing and underwriting issues of securities. 

It was thus seen as imperative for the stability of the financial system and the return of 
the United States economy to growth that banks should never again be exposed to the risks, 
chiefly volatility, of securities markets. Excessive risk-taking, and conflicts of interest lead- 
ing to the build up of excessive risk, would be avoided by a legally mandated institutional 
separation.” The separation was later adopted in Article 65 of the Securities and Exchange 
Law of Japan, as a result of the American occupation of that country after World War II. 
There are differences between the two measures, however: for example, Article 65 of the 


1 For analysis and extensive relevant bibliography see E. Avgouleas, ‘International Financial Regulation, 
Access to Finance, Systemic Stability, and Development’ (2008) LAWASIA Journal 62-76. 

*° V, Carosso, Investment Banking in America (Cambridge, Mass., Harvard University Press, 1970), 98, 368. 

*! Banking Act of 1933, §§ 16, 20, 21, 32, consolidated in 12 USC, §§ 24, 78, 377, 378 (1994). See also Bank 
Holding Company Act 1956, 12 USC § 1843(a)(2). 

* See for an analytical discussion of the actions of the Roosevelt administration that included the 
Emergency Banking Act 1933 that also introduced for the first time in the annals of banking federal deposit 
insurance, W. L. Silber, “Why Did FDR's Bank Holiday Succeed?’ Federal Reserve Bank of New York, Economic 
Policy Review, July 2009. 

23 Investment Company Institute v. Camp, 401 US 617, 630-3 (1971). 
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Japanese law had given greater scope for banks to aftiliate with securities firms through 
cross-shareholdings or contract.‘ 

The Glass-Steagall Act eventually came under enormous pressure. Considerable effort 
was put into debunking its historical underpinning and to showing that the risks and 
abuses in the 1920s were not as great as its proponents claimed.” American banks were 
able to avoid its prohibition, to varying degrees.” The protagonists of the abandonment of 
the Glass-Steagall prohibition argued that banks’ lending activities had proved at least as 
risky as securities activities. Economic efficiency, greater competition, and customer con- 
venience, they contended, demanded removing this restriction on banks. 

The upshot was the Gramm-Leach-Bliley Act of 1999, which repealed part of the 
Glass-Steagall Act. Banks were still prohibited from acquiring securities and engaging in 
underwriting and dealing with securities, and securities firms could not accept deposits. 
However, banks that remained members of the Federal Reserve System were permitted to 
have affiliated securities firms within the same holding group.” In Japan, in line with the 
general liberalization of financial markets, the Financial System Reform Act 1992 permit- 
ted an expansion in banks’ securities activities (e.g. as in the United States through secur- 
ities subsidiaries). 

In the European Union, the thrust of the Credit Institutions Directive 2000/12/EC and 
its predecessor, the Second Banking Directive 89/646/EEC, was to liberalize banking ser- 
vices.** Banks could engage across the European Union in the activities subject to mutual 
recognition, through branches or across borders, if authorized to provide them in their 
home state. The activities subject to mutual recognition included participation in secur- 
ities issues. Clearly this put pressure on a Member State which did not permit its banks to 
engage in such activities, to do so. Otherwise the latter were at a competitive disadvantage 
in competing with banks from other Member States which were authorized to combine 
securities activities with commercial banking. 

Another major European Union measure was the Capital Adequacy Directive 93/6/ 
EEC (the CAD), which imposed minimum capital requirements on financial institu- 
tions.” It was, in principle, designed to counteract the market risks facing financial insti- 
tutions associated with their securities and other activities. In fact the CAD had as much 


24 M. Hall, Banking Regulation and Supervision. A Comparative Study of the UK, United States of America 
and Japan (Aldershot, Edward Elgar, 1993), 227-35. 

25 e.g. G. Benston, The Separation of Commercial and Investment Banking (New York, OUP, 1990). 

26 See K. Fisher, ‘Reweaving the Safety Net’ (1992) 27 Wake Forest LR 123. 

27 13 Stat. 1341-2, 1346 (1999). See J. Macey, “The Business of Banking: Before and After Gramm-Leach- 
Bliley’ (2000) 25 J Corp L 691. 

28 Credit Institutions Directive 2000/12/EC [2000] OJ L126/1, consolidating the Second Banking Directive 
89/646/EEC [1989] OJ L386/1. This has now been supplanted and replaced by European Union Capital 
Requirements Regulation and Directive—CRR/CRD IV (Republic (EU) No. 575/2013 of the European 
Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and invest- 
ment firms [2013] OJ L176/18, normally called the European Union Credit Requirements Regulation (CRR) 
and Directive 2013/36/European Union on access to the activity of credit institutions and the prudential 
supervision of credit institutions and investment firms [2013] L 176/338. Licensing requirements follow those 
of the Second Banking Directive. Directive 2013/36/European Union on access to the activity of credit institu- 
tions and the prudential supervision of credit institutions and investment firms [2013] L 176/338. 

2° Directive on the capital adequacy of investments firms and credit institutions, 93/6/EEC [1993] OJ 
L141/1. See M. Hall, ‘The Measurement and Assessment of Market Risk: A Comparison of the European 
Commission and Basel Committee Approaches, BNL Quarterly Rev., No. 194, Sept. 1995, 183; G. Walker, “The 
Law of Financial Conglomerates’ (1996) 30 Int'l. L 57. CAD has since been supplanted by European Union 
legislation, and European Union banks and investment firms’ capital requirements are regulated today by 
Regulation (European Union) No. 575/2013. 
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to do with competitive concerns as with addressing problems of risk. There was much 
criticism of its approach, which protected the universal bank from competition from non- 
bank securities firms, while overlooking the fact that these firms could use sophisticated 
risk management techniques which demanded little capital.*® 


B. THE FALL OF MULTIFUNCTIONAL BANKS 


Since 2008 a new banking industry has emerged which is highly regulated and increas- 
ingly localized. This is largely the result of a massive wave of regulatory reforms address- 
ing the causes of the global financial crisis (GFC) and the near collapse of the Western 
financial system. As a consequence a host of policies have been implemented at the global, 
regional, and national level to counter the devastating effects of the GFC and prevent a 
repetition of a crisis of such magnitude. It is no exaggeration to say that since 2008— 
and especially since 2010 when the first reform legislation, the United States Dodd—Frank 
Act was enacted by Congress*'—bank regulation has undergone the most far-reaching 
changes in the life of organized banking systems. 

Following the implementation of a wave of reforms, which have been unprecedented in 
their depth and complexity, banks today operate under a very strict regulatory framework. 
This comprises tighter rules for bank capital adequacy and liquidity, as well as limits to 
bank activities imposed by structural constraints and tighter supervision. Contemporary 
bank regulation has also established special resolution regimes,”” which aim at preventing 
major bank failures, or where those become inevitable, at facilitating the orderly reso- 
lution of failing banks in order to avoid systemic disruption or the possibility of a costly 
public rescue. We return to these in Chapter 4. 


III. THE TOO-BIG-TO-FAIL BANKS 


A. BANK ORGANIZATION, STRUCTURE, AND COMPETITION 


Typically, banks grow in size and scale, although the economic benefits of size are 
disputed. Large banks can become too-big-to-fail (TBTF) as well as too intercon- 
nected to fail.’ The advantages of income and risk diversification, which conglomer- 
ation was supposed to bring,”* did not materialize in the 2008 crisis. On the contrary, 
the biggest banks were found to be severely undercapitalized and most exposed to risk, 
necessitating public bailouts (e.g. Citigroup, Royal Bank of Scotland). As a result, it is 


*° e.g. E. Dimson and P. Marsh, ‘Ihe Debate on International Capital Requirements (London, City Research 


Project, Subject Report 8, 1994). 

`! Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub.L. 111-203, H.R. 4173, (commonly 
referred to as Dodd—Frank), 

*? Two of the most important resolution regimes have been introduced by the Orderly Liquidation 
Authority (Title II) of the Dodd-Frank Act and the European Union Bank Recovery and Resolution Directive. 
See Directive 2014/59/European Union establishing a framework for the recovery and resolution of credit 
institutions and investment firms [2014] OJ L173/190. 

*° The discussion of the causes of Bear Stearns and Lehman Brothers failures in the Turner Review where 
it was first shown that connections to the other parts of the financial system are, at least, as important as bank 
size. Financial Services Authority, “Ihe Turner Review—A Regulatory Response to the Global Banking Crisis, 
March 2009, esp. 95, 97. 

** J, R. Barth, R. D. Brumbaugh, and J. A. Wilcox, ‘The Repeal of Glass-Steagall and the Advent of Broad 
Banking’ (2000) 14 Journal of Economic Perspectives 191; J. R. Barth, G. Caprio, Jr., and R. Levine, ‘Bank 
Regulation and Supervision: What Works Best?, NBER Working Paper No. W9323, November 2002. 
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widely argued that the reason for the oligopolistic and highly concentrated structure of 
banking markets is that bigger institutions enjoy funding advantages. Increased competi- 
tion is often seen as a way to resolve the TBTF conundrum, alongside structural reform?® 
and resolution regimes. Yet the financial stability gains of increased competition are far 
from clear. 


(i) Why banks became too-big-to-fail? 


The industrial economics literature suggests that the structural form of firms pursuing eco- 
nomic activity should follow the dictates of institutional comparative advantage. If there 
are significant economies of scale that can be exploited, they will be reflected in firm size.” 
If there are significant economies of scope which can be exploited—in either costs or rev- 
enues—they will be reflected in the range of activities in which successful firms are engaged. 
In principle, if productive linkages can be built across geographic areas, client segments, or 
business lines, they too will be reflected in the breadth and geographic scope of financial 
intermediaries.” In a market-driven context, optimum institutional structure is driven by 
the production functions of financial intermediaries on the one hand, and the preferences of 
end-users on the other. In theory, distortions in markets for financial intermediation in the 
form of taxes, explicit or implicit subsidies, and regulatory constraints will alter structural 
optimization and create efficiency losses. 

Nonetheless, experience has shown that financial institutions normally become larger or 
smaller, broader or narrower than what is optimal for the intermediation tasks to be per- 
formed, impacting on both competition and cost of funding of the bigger players. From a 
public-interest perspective, these distortions are justifiable only if the associated social gains— 
including improved safety and soundness and reduced moral hazard—exceed the associated 
efficiency losses. This balance is not easy to achieve, yet it is at the core of the debate about 
optimal bank structure and architecture.** 

In general, big systemic banks, so-called TBTF banks, enjoy a strong advantage in terms of 
the cost of funding which smaller institutions do not have. There have been numerous quan- 
titative studies of the ‘subsidy’*’ provided by the implicit government bail-out guarantee to the 
larger banks perceived as TBTF. This funding advantage has allowed TBTF banks to expand 
their balance sheets through leverage and there is evidence to show that they are prone to take 
much riskier assets than other banks.*° 

The question of whether bigger and broader is better in banking has no easy answers. 
The TBTF (funding) subsidy constitutes a clear distortion of competition. Taking advan- 
tage of lower funding costs, larger banks may cut margins aggressively, offering new clients 


35 R. Herring, ‘Incentives to Improve the Corporate Governance of Risk in Financial Institutions’ in 
J. R. Barth, C. Lin, and C. Wilhborg, Research Handbook on International Banking and Governance (Edward 
Elgar, 2012). 

36 A, Saunders and I. Walter, ‘Financial Architecture, Systemic Risk, and Universal Banking’ (2012) 26 Fin. 
Markets & Portfolio Mgt 40-1. 

>” Ibid. 38 Tid. 

3° The first in a line of several such studies was by Andy Haldane, who made the bold claim that direct 
and indirect state subsidies to big banks amounted to 25 per cent of world GDP. This was followed by several 
others, with the latest authoritative study finding that the funding discount enjoyed by TBTF banks could 
rise to as high as 1.21 per cent. See J. Santos, ‘Evidence from the Bond Market on Banks’ “Too-Big-To-Fail” 
Subsidy, 20 Federal Reserve Bank of New York, Economic Policy Review, Special Issue: Large and Complex 
Banks, March 2014. See also K. Ueda and B. Weder Di Mauro, ‘Quantifying the Value of the Subsidy for 
Systemically Important Financial Institutions, IMF Working Paper 12/128 (2011). 

4° G. Afonso, J. Santos, and J. Traina, ‘Do “Too Big To Fail” Banks Take on More Risk?’ 20 Federal Reserve 
Bank of New York, Economic Policy Review, Special Issue: Large and Complex Banks, March 2014. 
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better lending terms to edge out smaller competitors.** But while this amounts to an abuse 
of their stronger competitive position, at the same time it translates into gains for custom- 
ers, as banks could choose to pass on their funding advantage, primarily in the shape of 
lower interest rates.’” In addition, the subsidy makes TBTF banks more attractive to cap- 
ital market investors and thus it is easier for them to raise fresh capital. 

At the same time, the disutilities attached to TBTF banks cannot be ignored and strongly 
outweigh any perceived benefits. First, these banks are inextricably linked with the all-per- 
vasive issue of moral hazard and the ever-present threat of shifting the burden of impru- 
dent bank management to taxpayers via expensive bailouts. Secondly, there is the issue of 
opportunistic shareholder behaviour pressing bank management to pursue risky lending 
policies to increase bank profit. This is not limited to accumulation of risky assets. Thirdly, 
due to its complexity the TBTF bank proved to be very hard to manage and regulate. This 
is a good explanation of why TBTF, multifunctional banks have been at the heart of con- 
temporary financial scandals, whether that was by reason of bad advice given to customers 
and investors regarding sub-prime loans or the rigging of LIBOR* and Forex markets,” 
even when management was competent. 


(ii) Is bank competition beneficial? 


In most major economies banking markets present very high levels of concentration and 
banking services are offered by a small group of large or very large banks. This is not a 
recent development. Banks have been growing in size throughout the 1990s and 2000s and 
the post-2008 forced mergers and acquisitions to avoid bank collapses have only intensi- 
fied this phenomenon. It is, however, unclear whether banking markets present highly oli- 
gopolistic structures because banking is an industry that offers its services more efficiently 
through large size institutions or because regulatory controls and licensing requirements 
are so expensive as to deter new entrants, especially in the market for retail banking ser- 
vices where the profit margins can be quite low. 

Arguably, the benefits of competition in the banking sector are less straightforward than 
in other industries, at least in terms of financial stability gains. There are several reasons 


*” R. Gropp, H. Hakenes, and I. Schnabel, ‘Competition, Risk-shifting, and Public Bail-Out Policies’ (2011) 
24 Review of Financial Studies 2084-120. 

12 Controversially, perhaps, the subsidy may even improve banks’ operating costs. See A. Kovner, J. Vickery, 
and L. Zhou, ‘Do Big Banks Have Lower Operating Costs?’ 20 Federal Reserve Bank of New York Economic 
Policy Review, March 2014. 

+“ The rigging of the LIBOR rates has led to a series of prosecutions by the Serious Fraud Office and the 
Financial Conduct Authority in the UK and the Department of Justice in the United States. See SFO Press 
Release, ‘LIBOR investigation: further charge, 28 October 2014. See also FCA Press Release, ‘FCA fines five 
banks £1.1 billion for FX failings and announces industry-wide remediation programme’, 13 November 2014. 
For a timeline of the LIBOR Scandal, reporting of the criminal convictions of the principal participants in the 
rigging of the LIBOR rates, updates on pending prosecutions, and analysis, see the FT special section on the 
LIBOR Scandal available at www.ft.com/indepth/libor-scandal. 

^i The currency rigging scandals were pursued relentlessly by prosecutors and in the US the indicted banks 
entered admissions of guilt: “Five major banks—Citicorp, JPMorgan Chase & Co., Barclays PLC, The Royal 
Bank of Scotland plc and UBS AG—have agreed to plead guilty to felony charges. Citicorp, JPMorgan Chase 
& Co., Barclays PLC, and The Royal Bank of Scotland plc have agreed to plead guilty to conspiring to manipu- 
late the price of U.S. dollars and euros exchanged in the foreign currency exchange (FX) spot market and 
the banks have agreed to pay criminal fines totaling more than $2.5 billion ... The charged conspiracy fixed 
the U.S. dollar-euro exchange rate, affecting currencies that are at the heart of international commerce and 
undermining the integrity and the competitiveness of foreign currency exchange markets which account for 
hundreds of billions of dollars worth of transactions every day, said Assistant Attorney General Baer. “The 
seriousness of the crime warrants the parent-level guilty pleas by Citicorp, Barclays, JPMorgan and RBS’ See 
US Department of Justice, Public Release, ‘Five Major Banks Agree to Parent-Level Guilty Pleas, 20 May 2015. 
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why intense competition does not lead to increased financial stability. First, excessive 
competition can trigger a race to the bottom, lowering credit standards and undermin- 
ing systemic stability, as was the case with sub-prime lenders before the financial crisis. 
Secondly, as Professor Boot argues, competition between banks is not monotonic but goes 
through phases.** In the early phases banks focus more on their client relationships. At 
this point competition normally improves the quality and price of services. At the same 
time, competition means that borrowers are encouraged to switch to other providers or 
to the transaction-oriented capital markets. This later phase reduces the lifespan of the 
banker-customer relationship and any subsidies to customers in return for long-term 
rents will gradually be withdrawn.“ 

The view that ‘too much competition could undermine instead of fostering financial stabil- 
ity is upheld in an IMF working paper:* 


Limited competition and strong regulation, which limits banking activities and requires banks 
to have more equity (i.e. shareholder funds) and more secure investments, can lead to a more 
secure banking system. 


Ratnovski postulates that this is due to problems of corporate governance. Shareholders face 
inverse incentives, as they normally wish to pursue profitability at the expense of safety and 
creditors, and thus turn into weak corporate monitors.** Moreover, the complexity of bank 
business provides yet another obstacle to strengthening shareholders as monitors.*? It may 
also be an obstacle to shareholders pushing for more competition if they do not have an 
accurate picture as to which part of the bank's business has the highest potential. 

Industry concentration is not always an adverse development. Canada and Australia, 
which were among the least affected countries by the GFC, were dominated by a few big 
banks, due to earlier rounds of banking sector consolidation which was a response to older 
crises, and such consolidation apparently increased bank resilience.” Moreover, it seems 
that the oligopolistic structures in those countries did not make markets less competitive, 
especially when it came to pricing consumer products. A 2013 IMF paper showed Canada 
and Australia presenting as medium-intensity levels of competition.” 

Another example is the UK’s banking industry, which (as in some other countries) has 
presented higher levels of concentration after the GFC than before, given the merger of 
major commercial banks in the aftermath of the crisis (e.g. Lloyds Bank with Halifax Bank 
of Scotland).*” Normally, it is a matter of concern for regulators when market concen- 
tration in the provision of retail bank accounts has reached such levels as to impact on 
consumer choice.** So far, this point does not seem to have been reached. A ‘root and 


45 A. Boot, ‘Banking at the Crossroads: How to Deal with Marketability and Complexity?’ (2011) 1 Rev. of 
Devpt Finance 176-83. 

46 Tbid, Also, A. Boot and A. V. Thakor, ‘Can Relationship Banking Survive Competition?’ (2000) 55(2) 
Journal of Finance 679-713. 

47 L, Ratnovski, ‘Competition Policy for Modern Banks’ (2013), International Monetary Fund, WP/13/126, 
available at www.imf.org/external/pubs/ft/wp/2013/wp13126.pdf. 

“8 Ibid. 

*° See E. Avgouleas and J. Cullen, ‘Market Discipline and European Union Corporate Governance Reform 
in the Banking Sector: Merits, Fallacies, and Cognitive Boundaries’ (2014) 41 Journal of Law and Society 28-50. 

50 N, Arjani and G. Paulin, ‘Lessons from the Financial Crisis: Bank Performance and Regulatory Reform, 
Bank of Canada Discussion Paper 2013-14, December 2013. 

51 L, Ratnovski, ‘Competition Policy for Modern Banks’ (2013), International Monetary Fund, WP/13/126. 

52 Independent Commission on Banking, ‘Final Report—Recommendations, London, September 2011, 
16-18 and Chs 6-8, also known as the ‘Vickers Report: 

5 Ibid., 154-6. 
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branch’ review of the conditions of competition in the UK banking industry” carried out 
by the UK’s Competition and Markets Authority showed that competition was not materi- 
ally affected by the smaller number of active lenders. In addition, there was no evidence of 
any coordinated behaviour between lenders, and that new entry was still feasible, in spite 
of a stricter regulatory environment.*° 


(iii) Resolution and structural reform 


Implementation of special resolution schemes and structural reform, rather than enhanced 
competition, have been the means through which governments and regulators have tried 
to resolve the TBTF problem. Special resolution regimes for financial institutions in gen- 
eral, as is the case with the European Union Bank Resolution Directive, or just for system- 
ically important institutions, as is the case with the Dodd-Frank OLA, tackle TBTF moral 
hazard by making, in principle, orderly resolution possible and by trying to internalize 
the costs of bank failures. So, first, special resolution regimes secure the orderly failure 
of a bank, without damaging confidence in the financial system or disrupting the pro- 
vision of essential payment and other services by the failing institution. They do this by 
removing legal obstacles to resolution, by means of derogation from general company and 
insolvency law safeguards and procedures. Secondly, through the use of bail-in clauses, 
special resolution regimes attempt to force bank funders (shareholders and creditors) to 
internalize the risk of failure of, at least, systemically important banks.*® It is expected that 
such bail-in regimes will make bank shareholders and, more importantly, creditors better 
corporate monitors, thereby minimizing excessive risk-seeking.”” 

Structural reform has, in general, taken two forms. First, legislation seeks either to shel- 
ter (ring-fence) the commercial banking part of the corporate group from risks arising in 
the investment banking part of the group, restricting interconnectedness due to limitations 
on the activities the ring-fenced bank can undertake." Alternatively, legislation imposes 
outright restriction on licensed commercial bank groups engaging in proprietary trading 
and shadow banking activities, namely, the riskiest parts of investment banking business. 
‘The best example here is the restriction on business activities of bank holding companies 
in the United States covered by the Volcker Rule (s. 619 of the Dodd-Frank Act). These 
include a ban on ‘proprietary trading’ and ‘investing’ in and ‘sponsoring’ a ‘covered fund’, 
the latter term extending to a variety of shadow banking vehicles and beyond. The rule 
specifies that a banking entity invests in or sponsors a covered fund if it acquires or retains 
any equity, partnership, or other ownership interest in a hedge fund or a private equity 
fund. Structural reform in the United Kingdom, the United States of America, and the 
European Union will be discussed in Chapter 3. 


** Competition and Markets Authority (CMA), ‘Competition and Markets Authority Cases: Personal 
Current Accounts and SME Banking, 1 August 2014, www.gov.uk/cma-cases/review-of-banking-for-small- 
and-medium-sized-businesses-smes-in-the-uk. 

5 See Competition and Markets Authority (CMA), ‘Retail Banking Market Investigation—Provisional 
Findings Report, 22 October 2015, available at www.gov.uk/cma-cases/review-of-banking-for-small-and- 
medium-sized businesses-smes-in the-uk#full-provisional-findings-report. 

** One of the Act’s explicit aims, as stated in its preamble, is ‘to protect the American taxpayer by ending 
bailouts. Thus, under s. 204(a) (1) of the Dodd-Frank Act creditors and shareholders bear all the losses of the 
financial company that has entered OLA. 

57 See T. F. Huertas, “The Case for Bail-ins’ in A. Dombrt and P. Kenadjian (eds.), The Bank Recovery and 
Resolution Directive (Berlin, De Gruyter, e-book, 2013). For some scepticism as to the possible adverse effects 
of triggering the bail-in process see E. Avgouleas and C. Goodhart, ‘A Critical Evaluation of Bail-ins as Bank 
Recapitalisation Mechanisms’ (2014), CEPR, DP 10015/14. 

5? The best example is the UK’s new ring-fencing regime based on the recommendations of the Vickers 
Report which were implemented by means of the Financial Services (Banking Reform) Act 2013. 
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IV. FINANCIAL INNOVATION IN 
THE BANKING SECTOR 


In the past 30 years, financial innovation has radically changed the way banks manage 
and diversify risk, as well as the process through which they deliver their services and 
allocate capital. Financial innovation is a market phenomenon that appears irregularly 
and in quite unpredictable ways and can sweep away all in front of it when it bursts forth. 
The most prominent innovations of the last three decades have been the development of a 
global OTC derivatives market, the widespread use of securitizations for hedging and the 
recycling of capital, the global shadow banking system, and the emergence of the FinTech 
industry. 


A. BANKS AND THE MARKETS FOR COMPLEX 
FINANCIAL INSTRUMENTS 


In general, derivatives are financial instruments whose value is derived from another 
underlying instrument. For example, stock options derive their value from the value 
of underlying stocks and commodity futures contracts from the value of underlying 
commodities. 

Derivatives are used for purposes of risk sharing, hedging, speculation, and the trans- 
formation of the nature and cash flows of long-term claims. Derivatives trading serves not 
only as an alternative to trading on cash markets, but also permits investors to manage 
exposures to risks not easily achieved in any other way. Modern banks became involved 
in derivatives and securitization markets for a variety of reasons. These included the need 
to hedge foreign exchange and interest rate risks, which loan portfolios generate, and the 
desire to exploit new sources of income, whether in the form of trading gains on propri- 
etary positions or from commission charged in facilitating transactions. Since they first 
became very popular in the early to mid-1990s most derivatives transactions were con- 
ducted in largely unregulated, cross-border, and over the counter (OTC) markets. They 
have been mainly documented using the ISDA architecture, which combines a Master 
Agreement with accessory documentation for each transaction, while allowing for all rele- 
vant transactions to be collectively netted and set off, if a default event occurs and the par- 
ties decide to exercise their closeout rights. 

Gradually, competition led banks into building and trading in ever more complex 
derivatives deals, which at first could be lucrative, since positions could be highly lever- 
aged and fees for underwriting such instruments set rather high. Moreover, the banks’ 
ability to manipulate the capital adequacy rules, especially those of Basel I and Basel II, 
discussed in Chapter 2 later, meant that banks had a very strong incentive to recycle their 
credit risk through the employment of securitization techniques. This way, apart from the 
commission fees generated by the originate-to-distribute model, discussed later, banks 
could also increase profits through additional lending and by employing a thinner capital 
base, which would increase returns on bank shareholders’ equity. At the same time, highly 
leveraged derivatives trading ran into such large volumes that the risk of counter-party 
default was exacerbated, threatening the solvency of large financial institutions and ultim- 
ately destabilizing the financial system.” 


5° H, Hu, ‘Swaps, the Modern Process of Financial Innovation and the Vulnerability of a Regulatory 
Paradigm’ (1989) 138 U Pa, LR 333, 385. 
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Complex and opaque OTC derivatives were at the heart of the global financial crisis.°° 
The reason for this was that the global OTC derivatives market was largely unregulated. 
Consequently, derivatives transactions were:*" 


(a) over-leveraged and highly vulnerable to any funding shocks with a liquidity crunch; 


(b) impossible to value in the event of a market shock, especially in the case of complex 
instruments; and 


(c) builders of tight links of interconnectedness between different parts of the financial 
system and thus extremely effective channels for the transmission of systemic risks. 


For this reason, since 2010, a strong wave of new regulations came in aimed at creating 
adequately funded, transparent, and resilient derivatives markets chiefly by means of contract 
standardization, centralization of trading and clearing, and mandatory margin requirements. 
This radical change is mostly premised on two key pieces of legislative reform: Title VII of the 
Dodd-Frank Act and the European Union Regulation on Market Infrastructure (EMIR).° 


B. SECURITIZATIONS AND STRUCTURED FINANCE 


Securitization as a risk-sharing and refinancing technique emerged in the 1970s around 
residential mortgages as a low-cost method of raising bank funds by leveraging existing 
assets (loans). It has since been used for all kinds of assets that can be repackaged and sold 
by the originator (the lending institution). It transforms the cash flows of illiquid assets 
and may be used to provide longer-term funds through traditional forms of issued debt. 

In principle, securitizations are an ingenuous mechanism to spread risk and reduce 
financing costs, especially for small and medium-size borrowers, which are thus afforded 
greater access to capital. It may also be utilized for risk transfer purposes or to obtain relief 
from regulatory capital requirements by moving bank assets off balance sheet.®* Banks’ 
involvement with securitization business gradually went beyond originating the loans, 
which were securitized. Banks acted as liquidity providers or sponsors of investors in spe- 
cial purpose vehicles (SPVs). The function of these SPVs has been to hold the underlying 
mortgages or other assets transferred to them, in the pool of assets being securitized. The 
pooled assets were held on balance sheet or placed in a separate entity. SPVs normally 
issue claims (instruments such as bonds and notes) against themselves, backed by the 
assets held in the pool. SPVs use the proceeds trom the sale of the issued bonds or notes to 
pay the originator or the ‘repackager’ for the assets transferred to them. 

Gradually securitization practice moved to the issue of more complex securities such 
as Collateralized Debt Obligations (CDOs) or Collateralized Loan Obligations (CLOs), 
where the pool is a mix of difterent types of bonds, loans, or other assets and the issue was 
supported by various guarantees or hedges. This made valuation of these securities and 
assessment of riskiness virtually impossible, even though for a period they were bought 
and sold indiscriminately by both other banks and institutional investors acting on the 
basis of credit ratings which were eventually showed to be seriously flawed. 


6° See Avgouleas (n. 3), Chs 2and 3. % Ibid. 

€ Regulation (European Union) No 648/2012 on OTC derivatives, central counterparties and trade reposi- 
tories; the so-called European Market Infrastructure Regulation (EMIR) [2012] OJ L201/1. 

€ ‘This section draws on V. Kothari, Securitisation: The Financial Instrument of the Future (3rd edn., Wiley 
Finance, 2006), Chs 1-2 and 4; F. Fabozzi, H. Davis, and M. Choudhry, Introduction to Structured Finance 
(Wiley, 2006). 


** IME, Global Financial Stability Report, ‘Containing Systemic Risks and Restoring Financial Soundness, 
April 2008, Ch, 2; Avgouleas (n. 7). 
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A New York Federal Reserve study of the shadow banking sector has observed that the 
securitization process can lower the cost and improve the availability of credit as well as 
reduce volatility of the financial system as a whole.** However, there are also significant 
risks in the securitization process. First, valuing the underlying assets is often difficult and 
even if the instruments issued have an AAA rating this does not mean that they are risk 
free. It only means that the chance of a holder of the instruments incurring a loss that is 
attributable to default on the underlying assets is remote. Other risks, which can affect the 
timing of payments or the deterioration of the (underlying) borrowers’ financial position 
may be considerable. Secondly, flawed credit ratings of the instruments issued, due to 
contlicts of interest in the process and inadequate risk models of the valuation, were all- 
pervasive in the period leading to the GFC. The originate-to-distribute model was a classic 
example of perverse incentives. It provided weak incentives to generate and supply infor- 
mation on the quality and performance of underlying assets (loans) that were repackaged. 
Further, there was no incentive to conduct proper due diligence and monitoring especially 
where loan originators did not retain a stake in the securitization, so-called ‘skin in the 
game. In other words, the lack of any exposure to the risks that securitized asset tranches 
entailed meant that originating banks had no incentive to conduct proper due diligence 
over the quality of the assets they sold. Instead they flooded the market with investments 
that referred to dubious quality securitized loans. 

European Union capital regulations collectively known as CRD IV oblige originators 
to retain a stake in the securitization issues they sponsor® and impose capital charges for 
such participations.“ The aim is to realign incentives in the securitization process and 
redress the flaws of the originate-to-distribute model. 


C. THE CHALLENGE OF SHADOW BANKING 


The most important of the multitude of financial innovations witnessed during the last 
two decades is the development and expansion of the so-called shadow banking sector.” 


The shadow banking sector can broadly be described as ‘credit intermediation involving 


entities and activities (fully or partially) outside the regular banking system.” Arguably, 


the best definition of shadow banking has been given by former Federal Reserve Board 
chairman Ben Bernanke, who described it as comprising:”° 


[A] diverse set of institutions and markets that, collectively, carry out traditional bank- 
ing functions—but do so outside, or in ways only loosely linked to, the traditional system 


65 See Z. Pozsar, T. Adrian, A. Ashcraft, and H. Boesky, ‘Shadow Banking, Federal Reserve Board of 
New York, Staff Reports, Staff report No. 458, July 2010, 1. 

66 Under Art. 405 (Retained Interest of the Issuer) of the EU Capital Requirements Regulation 2013, issuers 
must retain a material economic interest in the issue that may not be less than 5 per cent and may be measured 
as 5 per cent of the nominal value of each of the tranches sold or transferred to the investors. 

67 See Art. 82 (securitization risk) of the European Union Capital Requirements Directive 2013/36/EU. 

68 Tt seems that the term was first used by Paul McCulley, a senior economist in a major fund manager, in 
2007. McCulley defined shadow banking as: ‘[U]nregulated shadow banks [which] fund themselves with unin- 
sured commercial paper [and] which may or may not be backstopped by liquidity lines from real banks’ (Paul 
McCulley, ‘Teton Reflections’ PIMCO Global Central Bank Focus, August/September 2007, 2). 

6 Simplified definition based on the Financial Stability Board (FSB), ‘Strengthening Oversight and 
Regulation of Shadow Banking: An Overview of Policy Recommendations, Basel, 29 August 2013, iv. 
{Hereinafter FSB, Strengthening Oversight, An Overview]. See also Pozsar et al. (n. 65), 1. 

70 B, Bernanke, ‘Some Reflections on the Crisis and the Policy Response, Speech to the Russell Sage 
Foundation and The Century Foundation Conference on ‘Rethinking Finance, New York, 13 April 2012, avail- 
able at www.federalreserve.gov/newsevents/speech/bernanke20120413a.htm. 
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of regulated depository institutions. Examples of important components of the shadow 
banking system include securitisation vehicles, asset-backed commercial paper (ABCP) 
conduits, money market mutual funds, markets for repurchase agreements (repos). 


The main objective of the shadow banking system is to facilitate financial intermediation.” 
It can also be used by savers and borrowers, as is the case in China, to bypass interest rate 
or lending caps.”? In addition, financial institutions use the shadow banking system to 
engage in tax and regulatory arbitrage, which not infrequently means avoidance of tax, 
capital charges, and regulatory oversight. An indicative list of shadow banking activity and 
institutions would include: 


(a) secured financing based on repo and stock lending agreements (and in turn facili- 
tated by repo-financed dealer firms and securities lenders);”* 


(b) securitization activity centred around SPVs, structured investment vehicles (SIVs), 
and asset-backed commercial paper conduits; 


(c) hedge funds and other alternative investment vehicles engaged in credit extension; and 


(d) money market mutual funds, which compete with banks for short-term savings 
which they transform into true demand obligations by buying short-term corpor- 
ate debt and other ‘money-like’ short maturity claims. 


Accordingly, the main activity of shadow banks is maturity transformation: they issue 
short-term liabilities to investors and in turn invest the money in long-term assets. The 
global estimate for the size of the shadow banking system in 2015 stands at 80 trillion.” 
In broad terms, the aggregate size of the shadow banking system is now greater than half 
the size of the formal banking system.’° This is a development particularly relevant for this 
book’s subject, since the figure indicates a strong move away from traditional channels of 
credit intermediation, which mostly encompass regulated banks. 

Shadow banks do not enjoy central bank liquidity support that, under certain circum- 
stances, has been available to the regulated banking sector since at least the time of pub- 
lication of Bagehot’s Lombard Street.” As a result, they are not subject to the thick web 
of prudential rules that regulate the operation of banks that enjoy liquidity support (the 
regulated sector). The run in September 2008 on money market funds,’* which essentially 


7! See IMF, Global Financial Stability Report, ‘Risk Taking, Liquidity, and Shadow Banking: Curbing Excess 
While Promoting Growth, October 2014, Ch. 2, 65, available at www.imf.org/external/pubs/ft/gfsr/2014/02/ 
pdf/text.pdf. See also S. Schwarcz, ‘Regulating Shadow Banking’ (2012) Review of Banking and Financial Law 
619 et seq. 

7? S. Wei, Shadow Banking in China: Risk, Regulation and Policy (Elgar Publishing, 2016), Chs 4 and 10. 

7? See FSB, ‘Global Shadow Banking Monitoring Report 2015, 12 November 2015, 21, available at www. 
financialstabilityboard.org/wp-content/uploads/global-shadow-banking-monitoring-report-2015.pdf. 

74 The Financial Stability Board classifies shadow banking entities as: (i) credit investment funds, (ii) 
exchange-traded funds (ETFs), (iii) credit hedge funds, (iv) private equity funds, (v) securities broker-dealers, 
(vi) securitization entities, (vii) credit insurance providers/financial guarantors, (viii) finance companies, and 
(ix) trust companies. See FSB, ibid., 8, exhibit 1. 

iS ibidmg! 76 Ibid. 

77 W. Bagehot, Lombard Street: A Description of the Money Market (Henry S. King & Co., 1873), Ch. 7. The 
seminal work on the inherent instability of a system of maturity transformation without a formal safety net is 
D. W. Diamond and P. H. Dybvig, ‘Bank Runs, Deposit Insurance, and Liquidity’ (1983) 91 Journal of Political 
Economy 401. 

7? In September 2008 the Reserve Primary Fund, one of the largest money funds, suffered losses on Lehman 
Brothers debt and could not maintain its $1 per share price, famously ‘breaking the buck. That ignited a 
run by investors across the money fund industry, cutting off a major source of overnight funding for many' 
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compete with banks for investment-like deposits, and on the repo markets in the months 
preceding and following the collapse of Lehman Brothers,”? are illustrative of the possibly 
deleterious consequences of conducting maturity transformation functions and short- 
term lending without access to central bank support. In the event of a liquidity shock 
the ability to rollover short-term claims and refinance longer ones evaporates, leading to 
widespread defaults.’ 

Moreover, many shadow bank entities can create money like claims, which through 
a chain of transactions give rise to an endless process of asset substitution and maturity 
transformation. But such uncontrollable credit supply boosts leverage, and can heighten 
procyclicality and intensify asset bubbles, as it leads to asset price increases during 
surges in market confidence. At the same time, it magnifies the risk of precipitous falls in 
asset prices and levels of credit (a credit crunch) in the event of a sudden loss of market 
confidence.** 


V. THE GLOBAL NATURE OF BANK REGULATION 


A. THE BASEL COMMITTEE AND ITS REMIT 


The origins of today’s complex web of transnational regulatory networks (TRNs) sitting at 
the centre of standard setting for the global financial sector can be traced to the establish- 
ment in 1974 of a small network of central bankers meeting in Basel under the auspices of 
the Bank of International Settlements. That group was initially called the Committee on 
Banking Regulation and Supervisory Practices and later took its present name: the Basel 
Committee on Banking Supervision (BCBS). The Committee came to life following a 
string of medium-intensity international bank failures and was designed as a forum for 
regular cooperation between its member countries on banking supervisory matters. Its chief 
aim was and (still) is ‘to enhance financial stability by improving supervisory knowhow and 
the quality of banking supervision worldwide.** The Committee has sought to achieve its 
aims by setting minimum standards for the regulation and supervision of banks.** 

Member countries are represented on the Committee by their central bank and also by 
the public authority with formal responsibility for the prudential supervision of banking 
where this is not the central bank. BCBS formulates supervisory standards and guide- 
lines and recommends sound practices in the expectation that national authorities will 
implement them.” These standards are categorized as soft law and have no legal force. 
The Committee encourages full, timely, and consistent implementation of its standards by 
members to improve the resilience of the global banking system, promote public confi- 
dence in prudential ratios and encourage a regulatory level playing field for internationally 
active banks." 


corporations. For facts and a contrary view see P. Wallison, “The Fed, Not the Reserve Primary Fund, “Broke 
the Buck”? 28 March 2014, available at www.sec.gov/comments/s7-03-13/s70313-331.pdf. 


79 See G. B. Gorton and A. Metrick, ‘Securitised Banking and the Run on Repo, NBER Working Paper No. 
15223, August 2009. 

80 See Wallison (n. 78). 

51 See E. Avgouleas, ‘Regulating Financial Innovation’ in E. Ferran et al. (eds.), Oxford Handbook of 
Financial Regulation (Oxford, OUP, 2015), Ch. 22. 

82 See BCBS, ‘A Brief History of the Basel Committee, October 2015, available at www.bis.org/bcbs/history. 
pdf. 

*° Ibid. ** Ibid. *° Ibid. 

86 See BCBS, ‘Charter, January 2013, available at www.bis.org/bcbs/charter.htm. 
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‘The first two tasks that occupied the BCBS’s agenda, following its inception, were the 
cross-border supervision of banks and capital adequacy, mainly focusing on the inter- 
national banks based in the G7/G10 countries comprising the membership of the BCBS. 
The expansion of cross-border banking during the same period meant that national regu- 
lators had to address issues concerning the allocation of supervisory responsibility for 
international banks, namely, which supervisory authority in the home or host country 
was responsible for supervising bank branches and subsidiaries across borders. One of 
the key purposes of the Committee was to close gaps in international supervisory cover- 
age by making sure that (i) no foreign banking establishment would escape supervision; 
and (ii) supervision would be adequate and consistent across member jurisdictions. The 
result of discussions was the Basel Concordat of 1975, which was a first attempt to allo- 
cate international bank supervisory authority among the host and home regulators and 
supervisors.” The Concordat has since undergone numerous refinements and amend- 
ments. A number of Western bank failures, chiefly the collapse of Banco Ambrosiano in 
1982 and the BCCI debacle in 1991, exposed the framework as inadequate.** Thus, the 
Concordat was further refined in 1983 and reissued as ‘Principles for the supervision of 
banks’ foreign establishments.” 

In April 1990, a supplement to the 1983 Concordat was issued, aiming to improve the 
cross-border flow of prudential information between bank supervisors.” In July 1992, 
certain principles of the Concordat were radically reformulated.” The 1992 document set 
minimum standards on the supervision of international banking groups. In October 1996, 
the Committee released a report on ‘The supervision of cross-border banking,” which 
played a vital part in the formulation of the Committee's ‘Cere principles for effective 
banking supervision” in the following year. The impetus for this document came from a 
1996 report by the G7 finance ministers that called for effective supervision of all major 
financial markets, including those situated in emerging economies. When first published 
in September 1997, the document set out 25 basic principles that the Basel Committee 
believed should be in place for a supervisory system to be effective. After several revisions, 
most recently in September 2012, the document now embraces 29 principles, covering 
supervisory powers, the need for early intervention and timely supervisory actions, super- 
visory expectations of banks, and compliance with supervisory standards. 

In many ways BCBS capital standards for the pre-2008 period proved ineffective. The 
room they left for regulatory arbitrage was widely implicated as one of the reasons that 
caused or exacerbated the GFC, as large international banks could operate on a very thin 


*” See for detailed discussion C. Goodhart, The Basel Committee on Banking Supervision—A History of the 
Early Years 1974-1997 (Cambridge, Cambridge University Press, 2011), Chs 4 and 8. 

** See D. E. Alford, ‘Basle Committee Minimum Standards: International Regulatory Response to the 
Failure of BCCP (1992) 26 George Washington Journal of International Law & Economics 241; S. Emmenegger, 
“The Basle Committee on Banking Supervision—A Secretive Club of Giants?’ in R. Grote and T. Marauhn 
(eds.), The Regulation of International Financial Markets Perspectives for Reform (Cambridge, Cambridge 
University Press, 2006), 224-36. 

* Available at www.bis.org/publ/bcbsc312.pdf. 

°° BCBS, ‘Exchanges of Information between Supervisors of Participants in the Financial Markets’ available 
at www.bis.org/publ/bcbsc312. pdf. 

°! BCBS, ‘Report on Minimum Standards for the Supervision of International Banking Groups and Their 
Cross-Border Establishment, July 1992. 

°2 Available at www.bis.org/publ/bcbs27.htm. 

°° BCBS, ‘Core Principles for Effective Banking Supervision, September 1997, revised in October 2006 
and revised again in September 2012. The revised document and the associated document: ‘Core Principles 
Methodology’ are available at www.bis.org/publ/bcbs230.htm. 
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capital base while in full compliance with Basel rules.°* As a result, while the BCBS 
still dominates global standard setting for bank regulation it has experienced a radical 
transformation. After starting life as a G10 body, the Committee expanded its member- 
ship in 2009 and again in 2014. Today it includes 28 jurisdictions. The Committee now 
also reports to an oversight body, the Group of Central Bank Governors and Heads of 
Supervision, which comprises central bank governors and (non-central bank) heads of 
supervision from member countries.”* In 2012, BCBS began monitoring the implement- 
ation of its standards, thus hardening the edges of its status as a soft law body. 


B. THE FINANCIAL STABILITY BOARD AND 
THE NEW GLOBAL FINANCIAL ARCHITECTURE 


(i) Overview 


The post-2008 global financial architecture is based on (a) the emergence of the G20,”° 
(b) the Financial Stability Board (FSB),”’ (c) revitalized and re-empowered TRNs like the 
BCBS, and (d) a reformed IMF. Each of these institutions has a different membership, 
mission, and legal status. 

Following the collapse of Lehman Brothers and the serious tremors this created for the 
global financial system, an informal yet very influential intergovernmental network, the 
Group of 20 most developed countries (G20), became the main body for the coordination 
of policies intended to avert a global economic catastrophe. The G20 became the principal 
coordinating body, following the formation of a government leaders’ group within it. At 
the April 2009 London Summit, the G20 leaders reached a broad agreement to enhance 
the representation of emerging economies to reflect better their economic might. The G20 
now comprises the G7 countries (Canada, France, Germany, Italy, Japan, the UK, and the 
US) and the biggest emerging economies, including China. The 19 country members of 
the G20 plus the EU represent approximately two-thirds of the world’s population, 80 per 
cent of world trade, and 90 per cent of the world’s GDP. 

Most of the reform initiatives that revolutionized bank regulation and supervision (dis- 
cussed in Chapters 2-4 later) were first agreed in the form of general principles within 
the G20. Requisite reforms mostly referred to (a) augmenting and strengthening super- 
visory structures to facilitate regulatory cooperation and crisis management and (b) the 
replacement and enhancement of international standards to improve radically the quality 
of international financial regulation. However, the G20’s scant resources and wide and 
fluid agenda has put in doubt its ability (and willingness), at the leaders’ level at least, to 
play a leadership role in the field of financial stability on a permanent basis. 


(ii) The Financial Stability Board 


The Washington and, more conclusively, the London Summit of the G20 (leaders level) led 
to the establishment of the Financial Stability Board, which, in name only, amounted to the 
reconstitution of the Financial Stability Forum (FSF). The latter had been established in the 


94 A, G. Haldane and V. Madouros, ‘The Dog and the Frisbee, Speech at the Federal Reserve Bank of 
Kansas City’s 366th economic policy symposium, “The Changing Policy Landscape, Jackson Hole, Wyoming, 
31 August 2012; Avgouleas (n. 7), Ch. 3. 

35 See BCBS, ‘Charter, January 2013, available at www.bis.org/bcbs/charter.pdf. 

96 See C. Schmucker and K. Gnath, ‘From the G8 to the G20: Reforming the Global Economic Governance 
System’ (2010), Garnet Working Paper No. 73/09, available at www.garneteu.org/fileadmin/ documents/work- 
ing_papers/7310.pdf. 

° D, W. Arner and M. W. Taylor, ‘The Global Credit Crisis and the Financial Stability Board: Hardening 
the Soft Law of International Financial Regulation?’ (2009) 32 University of New South Wales Law Journal 488. 
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aftermath of the Asian crisis in the 1990s and was widely criticized for being ineffectual. 
The FSB was conceived as the key body for the coordination of the global financial stand- 
ard-setting process and the oversight of the standard-setting TRNs. All major International 
Financial Institutions (IFIs) such as the IME, the World Bank, and the ECB, and all major 
standard-setting bodies, such as the BCBS, IOSCO, and IAIS, are members of the FSB. 

More analytically, the FSB inherited the FSF’s original mandate of setting standards 
to assess vulnerabilities affecting the financial system, identifying and overseeing actions 
required to address such vulnerabilities, and promoting coordination and information 
sharing among authorities responsible for financial stability. It has also been assigned a 
number of key additional tasks:”° j 


(a) monitoring and provision of advice on market developments and their implications 
for regulatory policy; 


(b) monitoring and provision of advice on best practices for meeting regulatory 
standards; 


(c) undertaking joint strategic reviews of the policy development work of the 
International Standard Setting Bodies (ISSBs) to ensure their work is timely, coor- 
dinated, and focused on priorities and addressing gaps; 


(d) setting guidelines for and supporting the establishment of supervisory colleges; 


(e) supporting contingency planning for cross-border crisis management, particularly 
with respect to systemically important firms; and 


(f) collaborating with the IMF to conduct early warning systems (EWS) exercises. 


The FSB is a much more representative body than its predecessor, since its membership 
includes representatives of 24 countries. In addition, in many ways the FSB has been a 
marked improvement over the FSF’s fading regulatory profile and weak mandate. In a 
number of areas, including its work on shadow banking and its drawing up of worldwide 
resolution standards for financial institutions,” as well as its implementation monitoring 
through peer reviews, the FSB’s work has been nothing short of impressive, leading in 
most cases to the worldwide implementation of its standards. 

Yet the uncertainty surrounding the FSB in terms of accountability and status is con- 
siderable, raising the same questions as the operation of the BCBS. The FSB ‘has no insti- 
tutional powers and can neither force any country (whether a member of the FSF/FSB 
or not) to implement the standards approved by it nor impose any sanctions.'®° Also, a 
number of unresolved questions surround its standard-setting and coordination mission. 
For instance, it is by no means clear whether the FSB is the ultimate arbiter with regard to 
design and adoption of IFSs, or whether its mandate extends to rendering the other ISSBs 
accountable to it. 

Finally, the mandate given to the FSB is not the answer to the biggest questions of inter- 
national regulatory coordination that have arisen in the course of the GFC:'” 


** ‘The full list of FSB tasks is available at www. financialstabilityboard.org. 

* The initial set of standards issued in 2011 were revised and reissued to also be made applicable to non- 
bank financial institutions. See FSB, ‘Key Attributes of Effective Resolution Regimes for Financial Institutions, 
October 2014, available at www.financialstabilityboard.org/2014/10/r_141015/. 

100 M. Giovanoli, “The Reform of the International Financial Architecture after the Global Crisis’ (2009) 42 
New York University Journal of International Law e Politics 81, 108-9. 
11 Avgouleas (n. 7), Ch. 5; D. Arner and M. Taylor, “The Financial Stability Board and the Future of 


International Financial Regulation’ in R. Buckley, E. Avgouleas, and D. Arner, Reconceptualising Global finance 
and Its Regulation (New York, Cambridge University Press, 2015), Ch. 4, 63-4, 
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(a) supervision of SIFIs with a strong cross-border presence; 


(b) burden sharing for resolutions of such institutions, which during the GFC fell dispro- 
portionately on home country treasuries; and 


(c) international crisis management coordination to contain spillovers created by 
actions of weak national regulators or regulators that pursue a narrow national inter- 
est agenda. 


View WAT ISA BANK? 
A POST-2008 DEFINITION 


As explained in Section IV the key function of the shadow-banking sector is credit intermedi- 
ation and maturity transformation. Thus modern forms of securitized credit and especially 
shadow banking activities have arguably placed a serious strain on both older and contem- 
porary definitions of what is a banking institution. 

Echoing older definitions, the European Union Credit Requirements Directive 2013/56/ 
EU (Article 3(1)(1)) and the Credit Requirements Regulation (EU) No. 575/2013 (Article 
4(1)(1)) use the following definition to describe ‘credit institutions’: 


‘credit institution’ means an undertaking the business of which is to take deposits or other 
repayable funds from the public and to grant credits for its own account. 


Given the fact that, as explained above, a myriad of shadow banking activities perform exactly 
the same functions as banks, albeit without accepting deposits in the strict legal sense of the 
term, this definition is unhelpful. 

On the other hand, the definition used by United States legislation is much more detailed 
than the one provided by EU Law. Since the introduction of the 1956 Bank Holding 
Companies Act (BHCA), Bank Holding Companies (BHC) have to register with the Federal 
Reserve Board. The Dodd—Frank Act has amended a number of definitions in the BHCA,'” 
as well as establishing a special resolution regime for BHCs (Title II of the Dodd—Frank Act) 
deemed as systemically significant. Both the term BHC’® and the definition of the term 
‘bank are given in Title 12, Chapter 17, § 1841(a) of the US Code, which states that: 


(1) In general.— Except as provided in paragraph (2), the term ‘bank’ means any of the 

following: 

(A) An insured bank as defined in section 3(h) of the Federal Deposit Insurance Act 
[12 U.S.C. 1813 (h)]. 

(B) An institution organised under the laws of the United States ... which both— 
(i) accepts demand deposits or deposits that the depositor may withdraw by 

check or similar means for payment to third parties or others; and 

(ii) is engaged in the business of making commercial loans. 


102 For the evolution of the definition in the United States of America and the role of the Bank Holding 
Companies Act see S. T. Omarova and M. E. Tahyar, “That Which We Call a Bank: Revisiting the History of 
Bank Holding Company Regulations in the United States’ (2011-12) 31 Review of Financial Law 113, esp. 158 
et seq. 

103 Under Title 12, Chapter 17 § 1841(a) of the US Code: 

(1) ... ‘bank holding company’ means any company which has control over any bank or over any 
company that is or becomes a bank holding company by virtue of this chapter. 
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(2) Exceptions.— The term ‘bank does not include any of the following: 
(A) A foreign bank which would be a bank within the meaning of paragraph (1) solely 
because such bank has an insured or uninsured branch in the United States. 
(B) An insured institution (as defined in subsection (j) of this section). 
(C) An organisation that does not do business in the United States except as an inci- 
dent to its activities outside the United States. 
(D) An institution that functions solely in a trust or fiduciary capacity. 


Similarly Title 12, Chapter 16, § 1813(c) of the US Code provides a definition of the term 
‘depository institution. ®* 

Discussion of this definition and of attendant exemptions is important to identify 
which financial institutions are excluded, e.g. credit unions, savings associations, and 
credit card firms. It is also important for conceptual reasons. A definition of the term 
‘bank’ is required to delineate the boundary between formal banks and shadow banks. 

There are a number of elements in this definition that merit attention. First, a bank is 
an institution, which accepts term or on-demand deposits and which extends commercial 
loans. Secondly, a bank must have deposits insured with the Federal Deposit Insurance 
Corporation. Thirdly, a bank is an institution that has access to Federal Reserve liquid- 
ity assistance. This third characteristic contains a degree of circularity. Either way, only 
registered State banks that have elected to do so and BHCs have access to Federal Reserve 
liquidity assistance to the exclusion of all others. 

Although shadow banks do not accept deposits payable on-demand, at least within 
the legal definition of such deposits, still payable on-demand investments in money mar- 
ket funds, which guarantee investors’ principal hardly differ in their economic function 
from payable on-demand deposits. So this distinction is probably unhelpful as well it we 
seek a conceptual definition of the term ‘bank’ in the post-2008 period. 

Another aspect of licensed banks is that in most jurisdictions banks, alongside other 
licensed financial institutions, are subject to special resoiution regimes, which are a 
deviation from ordinary insolvency laws. Under Title II of the Dodd-Frank Act, its 
Orderly Liquidation Authority applies to systemically important banks judged by ref- 
erence to their size or degree of interconnectedness. But, in fact, a number of financial 
institutions, not just banks, may be subject to special resolution regimes. For example, 
the European Union Bank Recovery and Resolution Directive 2014/59/EU extends to 


104 “(c) Definitions relating to depository institutions 


(1) Depository institution 
The term “depository institution” means any bank or savings association. 
(2) Insured depository institution 
The term “insured depository institution” means any bank or savings association the deposits 
of which are insured by the Corporation pursuant to this chapter. 
(3) Institutions included for certain purposes 
The term “insured depository institution” includes any uninsured branch or agency of a for- 


eign bank or a commercial lending company owned or controlled by a foreign bank for pur- 
poses of section 1818 of this title. 


(4) Federal depository institution 
The term “Federal depository institution” means any national bank, any Federal savings asso- 
ciation, and any Federal branch. 

(5) State depository institution 


‘The term “State depository institution” means any State bank, any State savings association, 
and any insured branch which is not a Federal branch’ 
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systemically important investment firms. However, an institution that is not subject to 
a tailor made resolution regime, operating as an exception to general insolvency law, is 
most certainly not a bank. Another qualification that could be added here is whether 
there is access to formal payment systems. Yet other financial institutions like credit card 
companies also have access to such systems, rendering such membership a less distinct- 
ive characteristic for banks. 

Accordingly, banks should be defined by reference to form rather than function and as 
‘banks’ should be regarded as organizations which: 


(a) have been formally authorized to offer credit intermediation services, including 
acceptance of demand deposits; 


(b) operate on the basis of a fractional reserve model and enjoy authorized access to 
Lender of Last Resort liquidity support; 


(c) participate in a deposit guarantee scheme; and 
(d) are subject to: 


(i) business structure and activity restrictions (the Volcker Rule, ring-fencing, or 
something similar); 


(ii) prudential controls, including but not limited to capital, leverage, and liquidity 
requirements; 


(iii) strictly prescribed corporate governance standards; and 


(iv) special resolution regimes which operate independently of general 
bankruptcy law. 


While there may be objections to such a formalistic rather than functional approach 
to the meaning of the term ‘bank’ in the post-2008 era, this definition provides a clear 
boundary between the formal banking sector and shadow banks. It is, therefore, this 
type of financial institution, its business activities, and the ways it is regulated and dealt 
with in a crisis through a resolution mechanism which is the subject matter of the first 
part of this book. 

Finally, this definition is not, for now, affected by recent technological developments. 
Of course, attached to the banks’ deposit acceptance and lending operations has been 
the ability of banks to offer essential payments services. Essentially utilizing their branch 
network and infrastructure essential to carry out lending operations, banks monopolized 
the payments’ industry even after the advent of credit cards. However, this monopoly is 
now under threat following the arrival of the recent revolution in financial technology, so- 
called FinTech.’®* Undoubtedly, FinTech amounts to an important paradigm shift in the 
realm of finance and payments which combines advanced data analytics, artificial intel- 
ligence, and cloud computing. It is, however, unclear to what extent, if any, FinTech will 
render banking institutions obsolete. Regardless, the FinTech revolution will have an 


105 FinTech is premised on new breakthroughs in data-processing and sharing technology to facilitate user 
authentication and payments. By offering transaction authentication technology in the form of blockchain 
records FinTech platforms facilitate retail customers, access to investment (crowdfunding) and credit plat- 
forms (P2P). By advancing the cause of disintermediation FinTech has disrupted old investment business prac- 
tices (including trade brokerage and investment advice) and lucrative income and profit lines. See for further 
analysis D. He et al., IMF Staff Discussion Note, ‘Fintech and Financial Services: Initial Considerations, June 
2017; and D. W. Arner, J. Barberis, and R. P. Buckley, ‘The Evolution of FinTech: A New Post-Crisis Paradigm?’ 
(2016) 47 Georgetown Journal of International Law, 1271-319. 
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appreciable impact on bank business models. For example, lending disintermediation 
through peer-to-peer platforms (P2P)'®° does pose a challenge to bank lending business 
if left unchecked. Therefore, we are bound to witness this transition in the next few years, 
and the next edition of this book will have to dedicate much more space to the challenge 
posed by FinTech firms than the current edition. 


1% Peer-to-peer (P2P) lending refers to a practice whereby so-called marketplace lenders (typically web- 
sites which use an algorithm to match borrowers and lenders) can be used by savers to lend their money to 
small businesses or individuals who need a loan. The website firms make money through commissions. The 
obvious risk to savers is that there is no deposit insurance and if the website does not just nedat but 
also offers lending services, the absence of prudential controls can make P2P operators very risky. On the 
other hand, there is empirical research that shows P2P offers UK savers and borrowers better er rates 


than bank lenders (see UK Alternative Finance Report (Nesta & University of Cambridge, November 2014) 
28-46). ó 5 
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PRUDENTIAL REGULATION I: 
CAPITAL AND LIQUIDITY 
CONTROLS 


I. REASONS FOR REGULATION 


A. INTRODUCTORY REMARKS* 


Traditionally the focus of bank regulation has been on the protection of individual institu- 
tions’ stability from a depositors’ run’ and of depositors and deposit guarantee schemes 
from incurring losses in the event of bank failures. Another fundamental goal was the 
protection of taxpayers from a public bailout and from the kind of moral hazard that arises 
when public bank rescues are likely—and is still valid today. However, in recent years, 
and especially since the Global Financial Crisis (GFC) the focus of bank regulation has 
substantially broadened to include (a) eliminating the too-big-to-fail institution, by, at the 
very least, making successful recovery possible, and failing that, facilitating orderly resolu- 
tion; (b) substantially increasing capital cushions, and introducing liquidity requirements; 
and (c) enhancing the resilience of the financial system to withstand system-wide shocks. 

Bank failures are rarely individual and self-contained events. They produce externalities that 
threaten the stability of the financial system. The first externality they produce is contagion 
due to loss of confidence and panic that can be triggered by severe information asymmetries 
between banks and their creditors (including depositors). Secondly, due to interconnect- 
edness, failure of one institution can create a chain of defaults wreaking devastation on the 
financial system.’ Thirdly, a systemic disruption has a substantial adverse impact on users of 
financial services in the entire financial system, even if they have no connection with the failing 
institution. Therefore, the main objectives of bank regulation today are best understood to be: 


(a) preservation of the stability of financial institutions (especially banks) by buttress- 
ing bank financial positions and limiting risk-taking; 


* Aspects of this chapter draw on this concurrently authored working paper: E. Avgouleas, ‘Fundamentals 
of Bank Supervision and the Lender of Last Resort in the Post-2008 Era: A Critical Appraisal and Forward 
Looking Recommendations’ Centre for Banking and Finance Law, National University of Singapore, 2016, 
Edinburgh School of Law Research Paper No. 2016/24, November 2016. 


Argument based on the classic article by D. W. Diamond and P. H. Dybvig, ‘Bank Runs, Deposit Insurance, 
and Liquidity’ (1983) 91 Journal of Political Economy 401-19. 

2 See C. Goodhart, ‘Financial Regulation, Credit Risk, and Financial Stability’ 192 National Institute 
Economic Review, April 2005, 118, 122. 

> For earlier analysis that is still valid see G. Benston and G. Kaufman, “The Appropriate Role of Bank 
Regulation’ (1996) 106 The Economic Journal 688; D. Llewellyn, The Economic Rationale for Financial 
Regulation, FSA, Occasional Paper Series No. 1 April 1999; and C. Goodhart, P. Hartmann, D. T. Llewellyn, L. 
Rojas-Suarez, and S. Weisbrod, Financial Regulation: Why, How, and Where Now? (London, Routledge, 1998). 
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(b) enabling orderly recovery of financial institutions in trouble and if that fails facili- 
tating orderly resolution; 


(c) protection of depositors and of consumers of banking services; 
(d) preservation of market confidence; 
(e) protection against systemic shocks; 


(f) preservation of provision of infrastructure services including payment services. 


There is also an implicit objective: fostering economic prosperity by means of protec- 
tion of systemic stability and the safeguarding of access to finance for creditworthy 
borrowers. 

Bank regulation cannot (and should not seek to) create a zero failure environment but 
an environment where institutional failure can be managed so that it does not endanger 
the stability of the financial system and create market dislocation.” As we will see in the 
subsequent paragraphs, the risk of individual institution failure and of a systemic collapse 
is mostly addressed through prudential regulation in the guise of capital and liquidity 
requirements, structural regulations and activity/size restrictions, and resolution regimes 
facilitating orderly failure. 


B. REGULATION VS MARKET DISCIPLINE 


At this point an obvious question arises. Why is there any need for external regulation and 
supervision since in the event of bank failure bank shareholders will be wiped out regard- 
less of any bailout? On this assumption should not banks be able to police themselves and/ 
or, in the presence of a statutory framework, to self-supervise themselves with the regu- 
lated ‘voluntarily’ subscribing to the objectives of statutory regulation? 

The most convincing answer to this question is that intrinsic information asymmetries 
are so high and public interest concerns in the banking sector (e.g. institutional safety 
and financial stability) and private goals/incentives (profitability, compensation) differ so 
sharply as to justify rigorous public controls in what is, of course, a trust and confidence 
industry, due to the fractional reserve principle. The ensuing paragraphs will explain why 
reliance on internal governance controls and market discipline is not enough to restrain 
bank risk-seeking and shareholder search of ever higher benefits (rents).° 

Market discipline and its processes are understood (on the basis of intuition rather than 
precise definition’) to include discipline imposed by shareholders and the market for cor- 
porate control on bank management and discipline imposed by subordinated short-term 
creditors, as well as other creditors,’ by bank customers, and even highly mobile groups 
of bank employees.’ 


* Group of Thirty, ‘Financial Reform: A Framework for Financial Stability, 15 January 2009, 20, available at 
http://group30.org/publications/detail/146. 

* A. R. Admati, P. M. DeMarzo, M. F. Hellwig, and P. Pfleiderer, ‘The Leverage Ratchet Effect, Stanford 
Business School, Working Paper No. 3029, last version December 2015, available at www.gsb.stanford.edu/ 
gsb-cmis/gsb-cmis-download-auth/345321. 

° D. T. Llewellyn, ‘Inside the “Black Box” of Market Discipline’ (2005) 25 Economic Affairs 41. 

7 C. W. Calomiris and C. M. Kahn, ‘The Role of Demandable Debt in Structuring Optimal Banking 
Arrangements’ (1991) 81 Am. Economic Rev. 497; and for a more realistic approach see C. W. Calomiris, 
‘Building an Incentive-Compatible Safety Net’ (1999) 23 J. of Banking and Finance 1499. 

è Llewellyn (n. 6), 189-93. 
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Most of these are assumed to have the right incentives to monitor bank behaviour in 
order to avoid being caught in a bank failure and a messy winding up that would bring 
them large losses. The most important mechanism to facilitate market discipline is thought 
to be disclosure of accurate information to the market, and the market's ability to process 
it properly.” Furthermore, the mix of debt and equity chosen by a bank is regarded as a 
strong determinant of the effectiveness of market discipline.'° Yet, market discipline works 
only if market actors have sufficient incentives to fulfil their monitoring role and there are 
no impediments to information signals."? 

At the individual institution level, a number of perverse incentives substantially weaken 
the strength of market discipline. The first limitation on market discipline is, of course, 
placed by shareholder limited liability and the bank’s predisposition to operate on high 
leverage, assuming debt on their balance sheet that is many times higher than sharehold- 
ers’ equity.'” For example, why is it that in good times, when excessive debt accumulation 
in society, so-called debt overhang, is not yet a concern, banks do not voluntarily build 
up adequate buffer stocks of excess capital, so that when bad times come they can absorb 
the losses without having to either shrink assets or raise new capital under duress? The 
most plausible answer is that if short-term debt is a cheaper form of finance than equity, 
banks will tend to take on more debt than a social planner would like them to while they 
capture the benefits of cheap debt, which means that financial institutions (the banks and 
other credit transmission channels) do not fully internalize their costs of doing business, 
creating important externalities that may be amplified due to contagion. 

More specifically the banking business encapsulates the interests of several sets of stake- 
holders, which is often not the case with other corporations, as bank management must have 
regard to regulator and depositor preferences and not just shareholders. This is not an insig- 
nificant conflict because banks also perform critical (utility) functions in modern economies 
and the disruption of their operations can have far reaching effects. They are central to the 
payments and clearing systems, and control the savings and investments of retail customers 
and businesses. Their actions therefore affect third parties and losses from financial insti- 
tutions may quickly spill over into other areas of the economy. As banks use high levels 
of leverage, which are not generally present in non-financial firms, they are particularly 
vulnerable to liquidity shocks and losses of confidence. Excessive leverage entails mater- 
ial risks both for the solvency of the individual institution and the stability of the financial 
system. For this reason banks still require the provision of (frequently state-backed) deposit- 
guarantee schemes and a central bank-operated lender of last resort facility to prevent depos- 
itor runs turning into a solvency event for a bank with the possibility of ensuing contagion 
and system-wide panic. 

Expecting shareholders to reduce bank leverage on their own is unrealistic as any 
increase on bank overall leverage is translated to a corresponding increase in bank assets 
and thus of bank profitability.'* Competitive pressure amongst shareholders for returns 


° See E. Avgouleas, “The Global Financial Crisis, Behavioural Finance and Financial Regulation: In Search 
of a New Orthodoxy’ (2009) 9 Journal of Corporate Law Studies 121-57. 

10 A, B, Ashcraft, ‘Does the Market Discipline Banks? New Evidence from the Regulatory Capital Mix, FRB of 
New York Staff Report No. 244 (March 2006) available at http://papers.ssrn.com/sol3/papers.cfmfabstract_id 1/490 1805. 

1 M. F Hellwig, ‘Market Discipline, Information Processing and Corporate Governance, Max Planck 
Institute for Research on Collective Goods, Preprint No. 2005/19 (October 2005). 

12 E, Avgouleas and J. Cullen, ‘Excessive Leverage and Bankers’ Pay: Governance and Financial Stability 
Costs of a Symbiotic Relationship’ (2015) 21 Columbia Journal of European Law 1-52. 

13 For further discussion see E. Avgouleas, ‘Bank Leverage Ratios and Financial Stability: A Micro- and 
Macroprudential Perspective, Levy Economics Institute of Bard College Working Paper No. 849, 28 October 


2015. 
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and the availability of cheap debt, in an environment of low interest rates, which allows 
banks to maximize leverage-fuelled balance sheet returns, can easily convert sharehold- 
ers from being risk-neutral to being risk-seekers. Shareholders have strong incentives for 
banks to operate with high leverage.'* The more a bank lends the more profit it accrues. 

Arguably, these problems are compounded by the limited investment horizons of most 
institutional investors.!® Powerful shareholders will often desire managers who assume 
risk as opposed to more conservative executives.’ Many large shareholders will therefore 
encourage a focus on the short-term and certainly cannot be expected to provide a source 
of extra discipline on management.'” Corporate governance issues relating to banks and 
corporate governance reform are discussed analytically in Chapter 3. 

The second important limitation over market discipline’s effectiveness in the banking 
sector is the too-big-to-fail institution (TBTF), discussed extensively in the previous 
chapter. By its nature the financial network generates chains of (frequently invisible) 
claims, increasing institutions’ exposure to each other, creating very strong ties of 
mutual economic dependence (interconnectedness). Although interconnectedness 
is an essential element of the financial network, it may also increase its vulnerability, 
especially because bank collapses are highly contagious and they can evolve, aided by 
market panic, into full-scale financial cascades threatening the stability of the financial 
system.'® This means that interconnectedness increases the possibility of a public bail- 
out. Namely, it gives bank management a strong incentive to grow the balance sheet, 
since the larger the institution becomes and the more interconnected, the more likely it 
is that its failure will also drag down other interconnected institutions, necessitating a 
bailout’? to prevent a string of defaults across the financial system and collapse of con- 
fidence (contagion). 

Even if we assume that public bailouts become much less frequent in the future, in view 
of implementation of rigorous new bank resolution regimes to facilitate orderly failure 
which minimizes moral hazard, other strong reasons still exist to justify ex ante bank regu- 
lation. First, operating complexity?’ and bounded rationality*’ might still influence share- 
holder and creditor monitoring of bank management. Secondly, even if private incentives 
in the banking sector were perfectly aligned with public interest goals, forcing bank 


14 P, O’Miilbert, ‘Corporate Governance of Banks’ (2009) 10 European Business Organization Law Rev. 411. 

15 J. C, Coffee Jnr., ‘Liquidity versus Control: The Institutional Investor as Corporate Monitor’ (1991) 91 
Columbia Law Rev. 1277; R. J. Gilson and R. Kraakman, ‘Reinventing the Outside Director: An Agenda for 
Institutional Investors’ (1991) 43 Stanford Law Rev. 863; B. S. Black, ‘Shareholder Passivity Re-examined’ 
(1990) 89 Michigan Law Rev. 520. 

1€ Remarks of L. A. Bebchuk, ‘Governance, Executive Compensation, and Excessive Risk in the Financial 
Services Industry: A Research Symposium, Columbia Business School (27-28 March 2010), 11, available at 
www4.gsb.columbia.edu/rt. 

17 K, Froot, A. Perold, and J. C. Stein, ‘Shareholder Trading Practices and Corporate Investment Horizons’ 
NBER Working Paper No. 3638 (March 1991). 

18 A. Lo, ‘Regulatory Reform in the Wake of the Financial Crisis of 2007-2008’ (2009) 1 J. of Financial 
Economic Policy 5, 23; A. G. Haldane, ‘Rethinking the Financial Network; speech delivered at the Financial 
Student Association, Amsterdam (April 2009) at 12-13. 

1 The Geneva Report 2009 calls this risk the ‘interconnectedness spillover’. See M. K. Brunnermeier, C. A. 
E. Goodhart, A. Crockett, A. Persaud, and Hyun Shin, “Ihe Fundamental Principles of Financial Regulation, 
Geneva Reports on the World Economy 11 (January 2009), 20-1. 

2 Complexity theory is an interdisciplinary framework used to understand complex systems. It holds that 
while some systems are too complex to accurately predict their future, they do, nevertheless, exhibit identifi- 
able underlying patterns that can help individuals cope with those systems complex workings. See, in general, 
H. A. Simon, “The Architecture of Complexity’ (1962) 106 Proceedings of the Am. Philosophical Society 467. 

%1 E, Avgouleas and J. Cullen, “Market Discipline and EU Corporate Governance Reform in the Banking 
Sector: Merits, Fallacies, and Cognitive Boundaries’ (2014) 41 Journal of Law and Society 28-50. 
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shareholders and creditors to take all necessary measures to prevent bank failures, still 
entrusting private actors with the task of safeguarding financial stability would gener- 
ate serious coordination problems. Whereas a competent regulator could enjoy substan- 
tial advantages when it comes to pooling information from different private sources and 
coordinating the action of the different key constituents of the banking system trying to 
either prevent bank failures or stem the panic once a bank incident has occurred. 

For example, an objective limitation of both market discipline and market-based cri- 
sis coordination refers to the kind of information released to the market. Confidentiality 
arrangements, competition concerns, and banks’ susceptibility to runs mean that crucial 
data on bank business and the performance or profitability of its business relationships 
will never be made public on a disaggregated basis. As a result, the effectiveness of moni- 
toring of individual institutions by the market relying on publicly available data becomes 
less effective, and certainly less important than monitoring by regulators who have access 
to confidential data. 

But, it should not be assumed that regulation is a panacea and the answer for all 
failures of the market and of market discipline. Moreover, the many layers of complex- 
ity that contemporary prudential regulation has built may prove an important barrier 
to its effectiveness. Unlike flawed market behaviour that can either be self-correcting 
or corrected by means of public intervention, financial regulation is a much less flex- 
ible—and less adaptable to change—system. As Roberta Romano has noted, there is 
an ‘Iron Law of Regulation.** Regulation is normally crisis driven, ‘adopted at a time 
when there is a paucity of information regarding what has transpired’ Thus, it often 
offers suboptimal outcomes, yet it is ‘arduous to revise or repeal given the stickiness of 


the status quo.” 


II. PRUDENTIAL REGULATION 


A. INTRODUCTORY REMARKS 


A concise modern definition of prudential regulation would describe it as the thick and 
complex web of rules employed to (a) keep financial institutions safe and a going concern, 
and failing that, (b) to assist their resolution and/or restructuring, and (c) to augment the 
resilience of financial systems to withstand shocks emanating from system-wide events 
as well as from bank failures and, where possible, prevent the occurrence of system-wide 
risks. This remodelled definition is based on the fact that prudential regulation has under- 
gone seismic changes in the post-2008 period, at least in the USA, EU, and the UK, as a 
result of the crisis. The new prudential regimes are increasingly shaped at the global (G20, 
Financial Stability Board (FSB)) or the regional level (the EU) (discussed in Chapter 1). 
In general, regulators’ armoury has expanded to include, apart from licensing and ongo- 
ing compliance requirements, widened deposit insurance schemes, ex ante recovery and 
resolution planning, revamped corporate governance and remuneration standards, and a 


22 R Romano, ‘Regulating in the Dark’ in C. Coglianese (ed.), Regulatory Breakdown: The Crisis of 
Confidence in U.S. Regulation (University of Pennsylvania Press, 2012), Ch. 5. 

23 Prof. Romano adds: “The ensuing one-way regulatory ratchet generated by repeated financial crises has 
produced not only costly policy mistakes accompanied by unintended consequences but also a regulatory state 
whose cumulative regulatory impact produces over time an increasingly ineffective regulatory apparatus’ (see 
R. Romano, ‘Further Assessment of the Iron Law of Financial Regulation: A Postscript to Regulating in the 
Dark’ Yale Law School, John M. Olin Center for Studies in Law, Economics, and Public Policy Research Paper 
No. 515, 3 November 2014). 
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radically reconfigured structural framework. In particular, recovery and resolution plans 
may be used to simplify bank corporate structures, since complex organizations are right- 
fully viewed as an impediment to orderly resolution.”* In addition, capital requirements 
have been overhauled and new liquidity requirements have been introduced. 

The post-2008 prudential regime is complemented by an expansive and intrusive recov- 
ery and resolution framework, which aims to eliminate, or at the very least drastically 
reduce, the possibility that a financial institution becomes too-big-to-fail. Where reso- 
lution and prudential regimes overlap is in the area of early intervention, so-called prompt 
corrective action (pre-insolvency regimes). Under the new early intervention regimes 
(discussed in detail in Chapter 5), regulators’ powers to prevent bank failures have been 
both formalized and concretized. 

Moreover, new ideas have been implemented to further shore up bank capital to either 
keep a failing bank a going concern through prompt recapitalization or resolve it in an 
orderly manner, in order to put an end to bank access to public funds, eradicating, to some 
extent, the moral hazard effect of bailouts. As such a new class of contingent capital instru- 
ments (CoCos) is introduced. These may be converted into equity to shore up bank capital 
before the bank enters into resolution, therefore avoiding the need to push banks through 
disruptive resolutions. In addition, a certain portion of bank liabilities may be used to 
restore a failing bank to health under the new bail-in process introduced under Title II 
of the Dodd-Frank Act” in the USA and the Bank Recovery and Resolution Directive 
(BRRD)”® in the EU. 

Critically, a new approach to prudential regulation has been introduced, so-called 
macroprudential regulation. Under this framework regulators have responsibility to look 
at the resilience of the financial system as a whole and the way it interacts with the wider 
economy, including the possible formation of asset bubbles, since the latter, normally, have 
deleterious effects on financial stability. In this context, a number of new measures like 
leverage ratios, countercyclical capital requirements, and lending controls (like Loan to 
Value and Loan to Income ratios), have both a micro- (institutional stability) and macro- 
prudential objective (systemic stability). The new mechanisms of prudential regulation 
are complemented by initiatives to increase the resilience of the financial system like the 
radical reform of OTC derivatives trading clearing and reporting,” regulation of credit 
ratings and Credit Rating Agencies,” a realignment of bankers’ incentives in the securi- 
tization process, and initiatives to overhaul bankers’ compensation,” and are analytically 
discussed in Chapter 3. 

Finally, following the unveiling of widespread sharp practice within banks over recent 
years, some of which amounted to serious infractions of conduct rules and even involved, on 


** See E. Avgouleas, C. Goodhart, and D. Schoenmacker, ‘Living Wills as a Catalyst for Global Financial 
Reform’ (2013) 9 Journal of Financial Stability 210-18. 

2 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub, L. No. 111/203 (2010). 

2$ Directive 2014/59/EU establishing a framework for the recovery and resolution of credit institutions 
and investment firms and amending Council Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 
2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU, 2012/30/EU, and 2013/36/EU, and Regulations (EU) No. 
1093/2010 and (EU) No. 648/2012, OJ L2014 173/190 [hereinafter BRRD]. 

*” e.g. Regulation (EU) No. 648/2012 of the European Parliament and of the Council of 4 July 2012 on OTC 
derivatives, central counterparties, and trade repositories OJ L201/1, 27 July 2012. 

>? e.g. Regulation (EU) No. 462/2013 of the European Parliament and of the Council of 21 May 2013 
amending Regulation (EC) No. 1060/2009 on credit rating agencies OJ L146/1, 31 May 2013. 

*” Dodd-Frank Act § 954, amending § 10D of the Public Company Accounting Reform and Investor 


Protection Act of 2002, Pub. L. No. 107-204 (30 July 2002) 116 Stat. 745 (Sarbanes-Oxley Act); EU Capital 
Requirements Directive, Art. 94. 
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occasion, fraud, the framework for regulation of bank conduct and protection of bank cus- 
tomers has been redrawn. In many ways initiatives to fix bankers’ compensation and ethics 
are rooted in a desire to make banks fairer, while they also make banks safer. Conduct 
regulation and codes of ethics are a distinct part of bank regulation and they will be exam- 
ined in Chapter 4. 

Contemporary reforms have also profoundly affected regulatory architecture. Regulatory/ 
supervisory structures in most Western jurisdictions look like the twin peaks (plus) model. 
For example, in the UK bank supervision is entrusted to a Bank of England subsidiary, the 
Prudential Regulation Authority (PRA); supervision of systemic risk to a Bank of England 
body, the Financial Policy Committee; and the regulation of market conduct is assigned to 
the Financial Conduct Authority (FCA). In most cases, with the exception of the UK, the 
resolution authority is situated outside of the central bank. The best example of this structure 
is the United States, where the macroprudential regulator is the Financial System Oversight 
Council, the microprudential regulator the Federal Reserve Board, and resolution is car- 
ried out by the Federal Deposit Insurance Corporation (FDIC). Similarly in the European 
Banking Union, the Single Supervisory Mechanism (SSM), comprising the ECB and 
National Competent Authorities (NCAs), discharges the role of microprudential regulator. 
The Single Resolution Mechanism (SRM), on the other hand, acts as the resolution author- 
ity, while national central banks essentially discharge the role of macroprudential regulator. 

As a number of microprudential regulation functions like licensing, recovery and reso- 
lution planning, ongoing supervision, and early intervention are inextricably linked with 
the operation of bank supervision, they will be dealt with in Chapters 4 and 5, which 
discuss supervisory structures and bank supervision in the UK, Eurozone, and the USA. 


B. THE MACROPRUDENTIAL APPROACH 


The latest Basel capital standards (Basel III discussed in Section V) aim to ensure that 
banks are able to withstand the type of stress experienced during the Global Financial 
Crisis (GFC), including banks’ exposure to the economic cycle, bubbles, and other macro- 
economic developments. The preceding Basel framework was exclusively reliant on 
microprudential regulation measures. But microprudential regulation sees risk as exogen- 
ous, caused as a result of the behaviour of financial institutions, and ‘neglects the systemic 
implications of common behaviour of banks in the economy.’ The GFC not only under- 
scored the importance of resilient financial institutions for the stability of the system, since 
individual institution failure can always trigger a cascade effect due to loss of confidence, 
it has also highlighted the importance of guarding against endogenous risks to the system. 
For instance, even individual institutions prudent decisions to raise new funds or sell 
assets can give rise to negative (liquidity and fire sales) externalities which have the poten- 
tial to destabilize the financial system.’ 

When short-term debt is a cheaper form of finance than equity, banks will tend to take 
on more debt than is optimal.*” This is because, while banks capture the benefits of cheap 
debt in the acquisition of their assets (loans/lending contracts), they do not, as already 
explained, fully internalize the losses accumulated on the assets side of their balance sheet. 


30 “The Warwick Commission on International Financial Reform: In Praise of Unlevel Playing Fields, 
December 2009, 12. 
31 CEPR, ‘Fundamental Principles of Financial Regulation, Geneva Reports on the World Economy, 11 


June 2009. 
32 § G. Hanson, A. K. Kashyap, and J. C. Stein, ‘A Macroprudential Approach to Financial Regulation’ 


(2011) 25 Journal of Economic Perspectives 3-28. 
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This is an important aspect of banking because credit/asset price cycles can be key drivers 
of macroeconomic volatility and potential financial instability.’ Various models based on 
fire sales and credit crunches suggest that financial institutions have overly strong incen- 
tives to (a) shrink assets rather than recapitalize ex post, once a crisis is underway; and 
(b) operate with too-thin capital buffers ex ante, thereby raising the probability of an even- 
tual crisis and system-wide balance-sheet contraction.** 

Broadly speaking, the role of cyclical macroprudential policy is to mitigate the build up 
of financial imbalances at an early stage. Although there had been no shortage of macro- 
prudential analysis conducted by central banks—including the Bank of England's long- 
running, half-yearly, Financial Stability Report—and international institutions such as the 
IMF, those analyses had not been connected or translated into policy actions. Central 
banks and regulatory authorities around the world were unable, unless they used the inter- 
est rate tool, to control credit supply at the systemic level with either the macro or micro 
tools available to them. 

The adoption of a macroprudential approach was initially conceived to offer the author- 
ities the means to better protecting the economy against the consequences of financial 
instability so as to maintain the essential services banks provide to the real economy 
through, otherwise severe, economic disturbances. If asset bubbles and other forms of 
macroeconomic volatility could be identified at an early enough stage then it might be 
possible to take corrective measures effectively. 

In general, macroprudential policy is a complement to microprudential policy and it 
interacts with other types of public policy that have an impact on financial stability such 
as monetary or fiscal policy, but it is no substitute for them.** The consensus view, but by 
no means the only one, on the role of macroprudential policy is that its focus should be on 
augmenting the resilience of the financial system to withstand the consequences of bub- 
ble bursting and if possible deflate bubbles, not to manage (‘dampen’) aggregate demand. 

Nonetheless, since macroprudential policy is no substitute for monetary and fiscal 
policies and, thus, it may not act as a defence against intlation or macroeconomic imbal- 
ances.*° It merely intends to buttress the stability of the financial system by controlling 
credit growth, since the latter normally leads to asset price growth, which in combin- 
ation with increasing risk appetite, often driven by irrational exuberance, is a fundamental 
source of financial instability. 

Microprudential tools aim to achieve this through three main channels: lowering lend- 
ers’ losses, increasing banks’ capital to withstand losses, and preventing busts from quickly 
morphing into system-wide shocks. Arguably, macroprudential tools may act as a comple- 
ment or a hindrance to one another, depending upon the situation they are used to tackle 
and the extent to which financial stability safety concerns are balanced with the need for 
credit to flow to the wider economy. 

The jin FSB, IMF, BIS report has offered the following definition of macroprudential 
policy: 


*° British Bankers’ Association, ‘A Possible Macro-prudential Approach; July 2010. 

"t Hanson, Kashyap, and Stein (n. 32), 7-8. 

25 FSB, IME, BIS, ‘Macroprudential Policy Tools and Frameworks Progress Report to G20, October 2011} 
2. See also S. Claessens, ‘An Overview of Macroprudential Policy Tools, IMF Working Paper, WP WP/14/214, 
December 2014. 

3 J. Caruana and B. H. Cohen, ‘Five Questions and Six Answers about Macroprudential Policy, Banque de 
France, Financial Stability Review No. 18, 15 April 2014. 

*” Ibid., 2. However, Jaime Caruana, General Manager of BIS has offered this more encompassing defin- 
ition: ‘[M]acroprudential policy [is] the use of primarily prudential tools to limit system-wide financial risk, 
and so prevent disruption to key financial services and the economy ... [it] is defined by its aim (limiting 
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[A] policy that uses primarily prudential tools to limit systemic or system-wide financial 
risk, thereby limiting the incidence of disruptions in the provision of key financial services 
that can have serious consequences for the real economy, by dampening the build-up of 
financial imbalances and building defences that contain the speed and sharpness of subse- 
quent downswings and their effects on the economy; identifying and addressing common 
exposures, risk concentrations, linkages and interdependencies that are sources of conta- 
gion and spillover risks that may jeopardise the functioning of the system as a whole. 


Therefore, the defining elements of macroprudential policy are: 
its commonly accepted objective: limiting systemic or system-wide financial risk; 


the focus of regulatory oversight: the financial system as a whole and its interactions 
with the real economy; and 


the set of powers and instruments employed to safeguard the macroprudential objective 
and their governance; namely, the policy tools specifically assigned to macropruden- 
tial authorities operating alongside or over and above microprudential instruments 
such as capital and liquidity requirements. 


The FSB, IME, BIS hold that non-prudential tools are regarded as part of the macropru- 
dential policy toolkit only if they target on a continuous basis systemic risk and are part of 
the institutional framework used to ‘conduct macroprudential policy.*® 

Macroprudential policy may pursue either a narrow or a broader objective. The first 
intends to increase the resilience of the financial system and the second intends ‘to con- 
strain the upswing of the financial cycle itself. Choosing which of the two objectives 
national macroprudential policy should be designed to pursue is of critical importance. 
The first objective does not seek to do much more than building defences (capital buffers) 
during the boom phase of the economic cycle so that they can be used as risks materialize 
during the bust phase. It is not intended to act as a restraint during the boom. The achieve- 
ment of the broader objective would ask for the buffers to act as an effective mechanism to 
slow down the pace of credit supply by the banking sector to control asset price bubbles. 
The narrow objective would accept that financial cycles and imbalances would materialize 
despite the best efforts of policymakers.*’ The Basel HI framework has clearly chosen to 
pursue the narrower objective through building up the countercyclical buffer.”° 

Goodhart et al. identify five forms of macroprudential policy which may be imposed 
in order to limit the fallout from defaults in the housing market from causing serious 
damage to the banking system that may eventually leak out into the wider economy.”! 


system-wide financial risk), the scope of analysis (the financial system as a whole and its interactions with the 
real economy), a set of powers and instruments and their governance (prudential tools and those specific- 
ally assigned to macroprudential authorities)’ (see ‘Monetary Policy in a World with Macroprudential Policy, 
Speech at the SAARCFINANCE Governors’ Symposium 2011, Kerala, 11 June 2011, available at www.bis.org/ 
speeches/sp110610.htm. 


38 ESB, IMF, BIS, ‘Macroprudential Policy Tools and Frameworks’ (n. 35), 2. 

3 Caruana, ‘Monetary Policy’ (n. 37). 

40 FSB, IMF, BIS, ‘Macroprudential Policy Tools and Frameworks’ (n. 35), 3. ‘Macroprudential polices aim to 
address two dimensions of system-wide risk: first, the evolution of system-wide risk over time—the “time dimen- 
sion”; and second, the distribution of risk in the financial system at a given point in time—the “cross-sectional 
dimension” (ibid., 2). Moreover, ‘[T]he key issue in the cross-sectional dimension is to reduce systemic risk concen- 
trations, which can arise from similar exposures across financial institutions (from assets, liabilities, dependence on 
common services) or because of the direct balance-sheet linkages among them (e.g., counterparty risk)’ (ibid., 3). 

1 C.A. E. Goodhart, A. K. Kashyap, D. P. Tsomocos, and A. P. Vardoulakis, ‘An Integrated Framework for 
Analyzing Multiple Financial Regulations’ (2013) 9 International Journal of Central Banking 109-43. 
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These are: (i) limits on loan to value ratios (LTV), (ii) higher capital requirements for 
banks, (iii) increased liquidity coverage ratios for banks, (iv) dynamic loan loss provision- 
ing for banks, and (v) margin requirements on repurchase agreements used by shadow 
banks.*? The identification of macroprudential tools offers macroprudential policy a con- 
crete framework for regulatory intervention. At the same time, macroprudential tools may 
act as complements or hindrances to one another, depending upon the situation they are 
used to tackle and the extent to which financial stability safety concerns are balanced with 
the need for credit to flow to the wider economy.** Either way, defining the actual role, 
tools, and boundaries of macroprudential policy is not a very straightforward exercise. 
Influential economists like Professor Martin Hellwig suggest that the macroprudential 
framework is still very vague and in need of substantial overhauling.” 


III. CAPITAL REGULATION 


A. WHAT IS BANK CAPITAL FOR? 


Bank capital ratios are a key tool in the regulators’ armoury because bank capital can serve 
several functions, including being used as a cushion for absorption of bank losses, as risk 
restraint, and as a market monitoring and discipline mechanism.** One of the most import- 
ant questions surrounding capital regulation is how much capital is enough? To a number of 
commentators bank capital should not just account for possible bank losses on some abstract 
weight-based ratios of asset riskiness, which is the fundamental rationale of Basel standards; 
it should also be a means to contain bankings externalities and thus it should target those 
parts of the system that generate the highest amounts of risk, either on their own or due to 
interconnectedness, and thus accounting for the social cost of bank failures.*® This view has 
been endorsed by the Financial Stability Board and several key G20 regulators who agreed 
to impose a capital surcharge on globally systemically important financial institutions (G- 
SIFIs) and especially globally systemically important banks (G-SIBs).*” 


B. HOW MUCH CAPITAL? 


There are many good reasons why common equity is regarded as a superior form of bank 
capital. First, it is perpetual and thus irredeemable, anchored to the solvency of the bank 
for the duration of its life as a going concern. Secondly, it ranks last in the event of insolv- 
ency, and so capable of being used to absorb bank losses. Thirdly, higher amounts of equity 
capital improve bank governance. They control shareholders’ preference to maximize risk 
and return by taking on more debt and thus having more money available to lend to risky 
projects and it shields management from shareholder pressure to maximize returns.*® 


* Goodhart et al. (n 41). ^ Avgouleas (n. 13). 


+ M. Hellwig, ‘Financial Stability, Monetary Policy, Banking Supervision, and Central Banking, Reprints 
of the Max Planck Institute for Research on Collective Goods, Bonn 9/2014, July 2014, available at www.coll. 
mpg.de/pdf_dat/2014_09online.pdf. 

= D, J. Elliot, ‘A Primer on Bank Capital} The Brookings Institution, 28 January 2010. 

*° A. G. Haldane, ‘Rethinking the Financial Network’ speech at the Financial Student Association, 
Amsterdam, 28 April 2009; ‘The Dog and the Frisbee’ speech at the Federal Reserve Bank of Kansas City’s 366th 
economic policy symposium, “The Changing Policy Landscape, Jackson Hole, Wyoming, 31 August 2012. 

*” For the latest list see FSB Press Release 72/2014, ‘FSB announces update of Group of Global Systemically 
Important Banks (G-SIBs), November 2014. 

+ E, Avgouleas and J. Cullen, ‘Excessive Leverage and Bankers’ Pay: Governance and Financial Stability 
Costs of a Symbiotic Relationship’ (2015) 21 Columbia Journal of European Law 2. 
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How much equity capital banks require is not an easy question to answer. As capital is a 
cost for the banking business prima facie, there is a trade off between business efficiency and 
bank safety. Yet this view (and the view that bank equity is more expensive than debt), has 
been strongly disputed in a classic work by Admati et al." The view that favours higher capital 
buffers is corroborated by other studies, which find that due to the social costs involved in 
their operation, banks must hold much higher levels of capital than banks have held so far, 
and higher than the Basel requirements” and by historical experience. For example, Capie 
and Wood have found that British Banks in the nineteenth century—at a time that saw a 
number of banking crises occur—responded to these crises by holding higher levels of capital. 
They show that banks adjusted their capital ratios according to the risks they assumed.*! 

In many ways this tradition was breached through the introduction of risk-weighted 
capital ratios by Basel, which could be manipulated, and a marked increase in bank levels 
of leverage in the twentieth century,*’ probably due to an expansion of lending. In order to 
reverse the trend to over-leverage bank balance sheets, Hellwig and Admati suggest a Tier 1 
equity ratio of 25 per cent over unweighted assets. On the other hand, Miles et al. argue for 
unweighted capital ratios of up to 20 per cent.** Their argument for higher (equity) capital 
requirements is twofold: (a) to reduce the probability of a public bailout and thus reduce 
the exposure of taxpayers, and (b) to reduce incentives for managers to take excessive risks 
(and play games with risk). In fact, they make a clear distinction between costs to individual 
institutions (private costs) and overall economic (or social) costs. They estimate the long- 
run costs and benefits of having banks funding more of their assets with loss-absorbing 
equity capital. The benefits relate to the reduction of the chance of banking crises, which 
generate substantial economic costs. Any such benefits are offset by potentially higher costs 
of bank intermediation (e.g. higher lending rates or lower savings rates). They find that 
the amount of equity capital that is likely to be desirable for banks to use is very much 
larger than banks have used in recent years and much higher than targets agreed under the 
Basel IH framework.” Naturally, the question of how much capital is enough to contain 
bank losses and avoid externalizing the costs of bank failure is of cardinal importance. In 
this context the FSB standard for the introduction of the concept of Total Loss Absorption 
Capacity for G-SIBs** (discussed in more detail later) is a move in the right direction. 


C. THE THORNY MATTER OF BANK LEVERAGE 


In general, there are three types of bank leverage: (a) ‘balance sheet, (b) economic lever- 
age, and (c) embedded leverage, respectively based on balance sheet concepts, mar- 
ket-dependent future cash flows, and market risk.** Balance sheet leverage is the most 


49 A. R. Admati, P. M. DeMarzo, M. Hellwig, and P. Pfleiderer, ‘Fallacies, Irrelevant Facts, and Myths in 
the Discussion of Capital Regulation: Why Bank Equity is Not Expensive, Stanford Business School, Working 
Paper No. 2065, 22 October 2013. 

5° See D. Miles, J. Yang, and G. Marcheggiano, Bank of England, ‘Optimal Bank Capital, External MPC 
Unit, Discussion Paper No. 31; revised and expanded version, April 2011, published in its final form as 
D. Miles, G. Marcheggiano, and J. Yang, ‘Optimal Bank Capital’ (2013) 123 The Economic Journal 1-37. 

51 F, Capie and G. Wood, ‘Do We Need Regulation of Bank Capital? Some Evidence from the UK, Institute 
of Economic Affairs, Current Controversies, No. 40, 27 March 2013, available at www.iea.org.uk/sites/default/ 
files/publications/files/Do%20we%20need%20regulation%200f%20bank% 20capital. pdf. 

52 Miles et al. (n 50). °° Tbid. 

538 Emilios Avgouleas and Duogi Xu, ‘Overhauling Chinas Financial Stability’ (2017) 4 Asian Journal of 
Law and Society 1. 

54 Financial Stability Board, ‘Adequacy of Loss-absorbing Capacity of Global Systemically Important Banks 
in Resolution, 10 November 2014. 

55 K, D'Hulster, ‘The Leverage Ratio: A New Binding Limit on Banks, World Bank Group, Fin. Sector and 


Private Sector Vice-Presidency, Paper 1, 2009. 
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recognized form as it is the most visible. It measures the ratio at which the value of a firm’s 
assets exceeds its equity base. Banks typically leverage themselves by borrowing to acquire 
more assets, with the aim of increasing their return on equity. Economic leverage means 
that a bank is exposed to a change in the value of a position by an amount that exceeds 
what the bank paid for it.°° Finally, embedded leverage refers to holding a position that 
is itself leveraged." There is no single measure which can capture all three dimensions of 
leverage simultaneously. As a result, the EU Capital Requirements Regulation has pro- 
vided an authoritative definition of what constitutes leverage, which firmly extends to bal- 
ance sheet and economic leverage, and catches embedded leverage only by implication 
and to the extent that measuring an institutions embedded leverage is possible.”* 

Banks facilitate greater leverage amongst non-financial companies, yet they are also 
highly leveraged themselves, increasing the probability of risks arising from debt con- 
tracts.°? Leverage exacerbates the danger of contagion in the banking system and estab- 
lishes a strong channel for the transmission of risks from the financial system to the real 
economy. In addition, leverage contributes to pro-cyclicality because of the compounded 
effect increased borrowing may have on asset prices. As a result, excessive leverage is 
prone to generate credit and asset price cycles, contributing to macroeconomic booms 
and busts, so-called asset bubbles,** and crashes.* 

The negative effects of leverage are felt more keenly in times of general financial dis- 
tress. Investors are aware that the capital reserves of highly leveraged institutions 
will be wiped out in the event of negligible asset price falls.°* Thus, in a downturn, a 


°° A typical example is a loan guarantee, which is a contingent commitment that may materialize in the 
future but it does not presently appear in the balance sheet (D’Hulster (n 55)). 

57 A simple example is a minority investment held by a bank in an equity fund that is itself funded by loans. 
While critical for the stability of the financial institutions and of the financial system, embedded leverage is 
extremely difficult to measure (ibid., 2). 

58 (93) “leverage” means the relative size of an institution's assets, off-balance sheet obligations and contin- 
gent obligations to pay or to deliver or to provide collateral, including obligations from received funding, made 
commitments, derivatives or repurchase agreements, but excluding obligations which can only be enforced 
during the liquidation of an institution, compared to that institution’s own funds; (94) “risk of excessive lever- 
age” means the risk resulting from an institution's vulnerability due to leverage or contingent leverage that 
may require unintended corrective measures to its business plan, including distressed selling of assets which 
might result in losses or in valuation adjustments to its remaining assets’ (Regulation (EU) No. 575/2013 of 
the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institu- 
tions and investment firms and amending Regulation (EU) No. 648/2012, OJEU L 176 of 27 June 2013, 1-348, 
Art. 4 (hereinafter CRR). This definition requires extensive clarification of how balance sheet and off-balance 
sheet exposures will be measured for the purpose of calculating a leverage ratio). 

5 A, Turner, ‘Something Old and Something New: Novel and Familiar Drivers of the Latest Crisis, speech 
given at the European Association of Banking and Financial History, 21 May 2010. 

“ J. Geanakoplos, ‘Solving the Present Crisis and Managing the Leverage Cycle’ (2010) FRBNY Economic 
Policy Review 101-31. 

** ‘Bubbles’ are a ubiquitous phenomenon in modern capitalist economies, whether developing or devel- 
oped. The bubble taxonomy has been described as follows: “The process is characterised by competitive herd 
behaviour which ... produce[s] widespread and gross asset mispricing which [is] eventually and dramatically 
corrected’ (see J. Kay, ‘Should We Have “Narrow Banking”? in A. Turner et al., The Future of Finance: The LSE 
Report (2010), available at https://harr123et.files.wordpress.com/2010/07/futureoffinanceS.pdf. 230). For a 
detailed description and explanation of the many bubbles that have afflicted asset markets throughout history see 
C. P. Kindleberger and R. Z. Aliber, Manias, Panics and Crashes: A History of Financial Crises (5th edn., 
Palgrave MacMillan, 2005). 

** T. S. Adrian and H. Song Shin, ‘Liquidity and Leverage’ (2010) 19 Journal of Financial Intermediation 418. 

© A. Shleifer and R. W. Vishny, ‘Fire Sales in Finance and MacroEconomics’ (201 1) 25 J. Econ. Persp. 29. 

** Ifa bank has $100 million of assets and loses $1 million while its equity capital stands at 3 per cent of its 


balance sheet, then the bank attempting to deleverage must liquidate more than $33 million worth of assets 
just to maintain that 3 per cent ratio. 
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bank with a highly-leveraged balance sheet will suffer loss of confidence much earlier and 
faster than less-leveraged institutions. This leaves the financial system vulnerable to epi- 
sodes of market panic, whereas asset price deflation and fire sales can quickly lead to mass 
insolvencies.°° 

Even where insolvency is not an immediate threat, the potential requirement for highly 
leveraged banks to sell assets to bolster capital in the event of distress may inadvertently 
lead to problems in other financial institutions, if the decision to sell assets leads to down- 
ward pressure on asset prices, which is virtually inevitable in the event of systemic disrup- 
tion, when the entire banking sector is forced to deleverage.*° 

The damage inflicted by deleveraging phases on both the financial system and the real 
economy is often significant,°’ and where borrowing levels have risen to unsustainable 
levels, it may lead to GDP reduction, negating the initial growth gains that had accrued to 
high leverage.*° 

Apart from an adverse impact on financial stability, the most significant drawback 
of excessive leverage is ‘debt overhang, which reduces the efficiency of bank lending. 
It prevents firms (banks) from lending money to finance investment, even where that 
investment is guaranteed to produce a return, because of the excessive borrowing and 
fragile capital structure built up during periods of economic growth. Firms with large 
debt-equity ratios will therefore pass up valuable investment opportunities, even where 
those opportunities produce a positive net value to the firm. Where bank capital falls 
(e.g. due to asset repricing) it will prove extremely difficult for a bank to escape debt 
overhang, and worthwhile investments will be sacrificed in favour of asset sales and 
deleveraging.*° 

Accordingiy, replenishment of a bank's capital base is required in these circumstances of 
stress, or, the bank will be unable, or unwilling, to extend credit to worthwhile borrowers. 
This, by implication, reduces the overall volume of funding available to finance projects 
and creates inefficiencies in the allocation of funds. Thus, highly leveraged banks eventu- 
ally make less efficient investment decisions,” resulting in both underinvestment due to 
the debt overhang”’ and misallocation of resources. 

By contrast, DeAngelo and Stulz (2013) stress the liquidity function of banks and argue 
for lower levels of equity capital.’* High leverage is optimal for banks in order for them to 
have a meaningful role in liquid-claim production (i.e. demandable deposits). Their model 
has a market premium for (socially valuable) safe/liquid debt in the form of deposits, but no 
taxes or other traditional motives to lever up. Because only safe debt commands a liquid- 
ity premium, banks with risky assets use risk management to maximize their capacity to 
include such safe debt in the capital structure. The model of DeAngelo and Stulz (2013, 
revised 2014) thus explains why banks have higher leverage than most industrial firms, 


6 N, Gennaioli, A. Shleifer, and R. W. Vishny, ‘Neglected Risks, Financial Innovation, and Financial 
Fragility, FEEM Working Paper No. 114.2010 (October 2010), 35-6. 

66 T, S. Adrian and H. Song Shin, ‘Liquidity and Leverage’ (2010) 19 Journal of Financial Intermediation 
418-37. 

87 BCBS 189, 69. 68 For extensive discussion see Avgouleas (n. 13). 

6° Ibid. Parts of this paragraph draw on work on leverage agency costs (a term I first coined in an earlier 
paper) that I conducted jointly with Dr Cullen. 

70 See Hanson, Kashyap, and Stein (n. 32); J. C. Stein, ‘Monetary Policy as Financial-Stability Regulation’ 
(March 2011) NBER Working Paper No. 16883. 

71 S, Myers, ‘The Determinants of Corporate Borrowing’ (1977) 5 Journal of Financial Economics 147-75. 
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and also that leverage limits for regulated banks impede their ability to compete with 
unregulated shadow banks.”* But this model does not explain what happens when banks 
end up with lots of bad assets and things start going wrong. 


D. WHITHER RISK WEIGHTS? 


As Schoenmacker explains, the concept of regulatory capital, often described as capital 
adequacy requirements, was introduced in the 1970s,’* when the UK moved to a risk- 
weighted capital ratio.” The aim of risk-weighted assets (RWAs) was to transition bank regu- 
lation from the previous era of liquidity reserves and static capital requirements to a new era 
of capital metrics that would be based on the riskiness of a bank’s asset classes. The RWA 
also incorporated the findings of the then emerging modern finance theory. Risk weights 
can range from 0 per cent for assets that are deemed the ‘safest’ to a 100 per cent for the 
riskiest assets. Their biggest weakness is that they can be gamed leading to undercapitalized 
banks. Arguably, for as long as bank capital requirements are based on asset risk weights 
the problem of gaming shall remain and a radical solution is introduction of strict leverage 
ratios as front-stops. But leverage ratios, discussed more extensively later, bring their own of 
challenges, mostly in the form of possible adverse selection, a scenario under which banks 
restrained from lending acquire the most risky assets (loans) to maximize returns.”° 


IV. THE DIFFERENT PHASES OF 
THE BASEL CAPITAL FRAMEWORK 


A. BASELI 


The question of capital adequacy moved into the international policy arena in the early 
1980s.” There were concerns about the rate of growth of international lending. In particu- 
lar, Japanese banks—which had low capital levels—were competing for a larger market 
share. To create a level playing field, the Basel Committee on Banking Supervision intro- 
duced the Basel Capital Accord in 1988. This was a common framework of guidelines 
governing the measurement and enforcement of bank capital adequacy. It was premised 
on a strikingly simple view that gained international consensus. The main focus of the first 
framework was on credit (counterparty) risk and much less on other important risks such 
as currency risk, interest rate risk, and market risk. In this respect, the framework required 
a minimum ‘ratio of certain specified constituents of capital to risk-weighted assets. 
Essentially, under Basel | and the subsequent Basel II and Basel I] Accords regulatory 
capital would mean financial resources equal to or greater than a percentage of an insti- 
tutions risk-weighted assets. The Basel I framework endorsed a risk-weighted approach 
to the assets denominator of the capital assets ratio. As part of the calculation of own 
funds, certain assets or exposures were required to be deducted from the capital items, 


™ DeAngelo and Stulz (n. 72). 

74 D, Schoenmaker, ‘Regulatory Capital: Why is It Different?’ Duisenberg School of Finance; VU University 
Amsterdam, 20 February 2015. 

7 C. A. E. Goodhart, The Basel Committee on Banking Supervision—A History of the Early Years 1974-1997 
(Cambridge, Cambridge University Press, 2011), Chs 4, 6, and 7. 

7$ See more on this argument and how it is refuted by recent empirical studies in Avgouleas (n. 13). 


”” BCBS, ‘International Convergence of Capital Measurement and Capital Standards, July 1988, available 
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so-called deductions. Moreover, Basel I provided the first distinction between capital 
charges against assets held long-term (so-called banking book assets, mostly comprising 
bank loans) and capital requirements for assets that will be traded (so-called banking book 
assets, mostly comprising tradeable securities). 

The prescribed regulatory capital constituents comprised: Tier 1 (core) capital, which 
mainly consisted of shareholders equity, disclosed reserves, and retained post tax profit 
and Tier 2 (supplementary) capital, which mainly consisted of subordinated debt. The 
Basel I framework established a relatively simple methodology for risk-weighting with 
only five risk weights: 0, 10, 20, 50, and 100 per cent of asset value, assigned to all types 
of assets and all types of counterparties, judged by the origin of the counterparty (OECD, 
non-OECD countries) and its organizational/legal/economic nature (sovereigns, credit 
institutions, corporates), without any separate assessment of its creditworthiness. For 
instance, the risk-weighted ratio for all corporate assets was 100 per cent. In addition, 
following further consultation, the Basel Committee adopted a target standard capital to 
assets ratio of 8 per cent, of which core capital constituted at least 4 per cent. 

Most developed countries, including the US and the EU Member States, extended the 
application of the Basel I framework to domestic banks that did not maintain a significant 
international presence. In many ways, the first Basel capital standards of 1988 were a great 
advancement in terms of levelling the playing field for international banking. They also 
had considerable flaws. The first was that the advent of securitization allowed banks to 
shift assets that attracted higher capital charges off balance sheet. Thus they could game 
the system and defeat the prophylactic purpose of the standards. The second was risk 
insensitivity. So Basel II moved to incorporate capital measurement risk modelling and 
credit ratings. Arguably this was the result of pressure from the industry or because regu- 
lators had also endorsed the belief that the new sciences of financial engineering and risk 
modelling were nearly flawless. 


B. BASEL II 


The Basel II framework introduced a three-pronged approach to capital regulation (the so- 
called three pillars)’* that was retained by the Basel III framework.”’ Pillar One held that 
that an institution’s capital must exceed 8 per cent of risk-weighted assets, whether these 
were kept in the banking or the trading book. Under Basel II the purpose of risk-weighting 
was to ensure that the regulatory capital required for any specific asset is in line with the 
actual risk profile of that asset. Thus credit risk could be measured under three approaches 
on the basis of which non-trading book assets may be risk weighted. These comprised a 
Standardized approach, a Foundation Internal Ratings Based approach, and an Advanced 
IRB approach. Each institution was required to adopt one of these. Banks that received 
supervisory approval to use the IRB approach could rely on their own internal estimates 
of risk components in determining the capital requirement for a given exposure. The 
risk components included measures of the probability of default (PD), loss given default 
(LGD), the exposure at default (EAD), and effective maturity (M). The IRB approach was 
based on measures of unexpected losses (UL) and expected losses (EL).*° In general, most 
major banks eventually moved to using the advanced IRB." 
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The objective of the IRB approach, which was retained with modifications by Basel III, 
was to allow banks to use their internal models to enable them to modify their risks in a 
manner that fitted their business models and make measurement of risks faced by each 
bank more precise. But the use of IRB has led to serious inconsistencies with regards to the 
capital charge applied to similar portfolios and thus it has come under increasing regula- 
tory scrutiny. It is clearly seen as one of the major weaknesses of RWA capital ratios.*? A 
tool that regulatory authorities have employed to minimize inconsistencies in risk meas- 
urements is ‘benchmarking the RWA capital charge for certain assets, restoring the cred- 
ibility of the IRB approach.** . 

While benchmarking is possibly the only realistic route to retaining the IRB approach in the 
capital framework, arguably, benchmarking also gives rise to moral hazard concerns. Where 
regulators calculate asset riskiness on the basis of incomplete data or without being able to 
account for extreme shocks or remote risk correlations (so-called fat tails), their benchmarks 
may be derided ex post as much as the industry's internal modelling calculations. 

As regards market risk, namely, risks arising from banks’ trading books, Basel II required 
assets to be marked to market, where possible. Requisite capital requirements were set for 
position risk, counterparty risk, and currency risk. Moreover, Basel II introduced, under 
Pillar One, capital requirements for an entirely different form of risk, so-called operational 
risk. It defined operational risk as the risk of loss resulting from inadequate or failed 
internal processes, people, and systems or from external events, including legal risk. It set 
hard capital requirements for operational risk and indicated three approaches that could 
be employed for the measurement of operational risk: 


- basic indicator approach; 
- standardized approach; or 


- advanced measurement approach (AM approach). 


The basic indicator and standardized approaches use percentages of net income associated 
with the relevant business as a proxy for operational risk. The AM approach uses more 
sophisticated means of establishing the operational risk requirement, and again requires 
significant resources, and robust systems and controls, to implement and maintain. 

Pillar Two of Basel II effectively comprises two elements, both of which are retained 
by Basel III, albeit substantially overhauled. The first is the requirement for institutions 
to assess their own capital needs—the individual capital adequacy assessment process 
(ICAAP). The second refers to regulators’ power to engage actively in the review of such 


° ‘The EBA and other international bodies have conducted significant work on the comparability of capital 
requirements for the Internal Ratings-Based Approach (IRBA) and the Internal Market Risk Models, leading 
to a greater understanding of the consistency of risk-weighted assets. European legislators have acknowledged 
the need to constrain the inconsistent calculation of risk-weighted assets for equivalent portfolios. CRD IV 
included a number of mandates for the EBA to deliver technical standards, guidelines, and reports aimed at 
reducing uncertainty and differences in the calculation of capital requirements. Article 78 of the CRD requires 
at least annual assessments by European bank supervisors of the consistency and comparability of the RWA 
charges produced by internal modelling approaches where permission has been granted to credit institutions 
to use the IRB approach. Following some consultation, the EBA has issued its final rules on the IRB with a 
view to further standardization. See EBA, Discussion Paper, ‘Future of the IRB Approach, EBA/DP/2015/01, 
4 March 2015 and EBA, ‘Final Draft Regulatory Technical Standards on the Specification of the Assessment 
Methodology for Competent Authorities Regarding Compliance of an Institution with the Requirements to 
use the IRB Approach in Accordance with Articles 144(2), 173(3) and 180(3)(b) of Regulation (EU) No 575/ 
2013 EBA/RTS/2016/03; 21 July 2016. 


* See for discussion P. Bisio and S. Da-Rocha-Lopes, ‘Assessing Models and the Reliability of RWA in 
Assessing EU Banks: Tools, Methods, Practices forthcoming. 
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capital requirements, so-called supervisory review. Pillar Two is the discretionary element 
under which supervisors can increase capital requirements. 

Pillar Three constitutes a disclosure regime for institutions. The aim is to provide suf- 
ficient transparency for investors so as to ensure that the price that institutions pay to raise 
capital in the markets reflects the level of risk undertaken by them.®”* 

The Pillar Three framework is intended to complement bank and investment accounts 
and is intended to be supplementary to disclosure mandated by accounting standards to 
foster market discipline. The disclosures are not required to be made as part of published 
financial accounts. In general, disclosures should be made annually. Pillar Three requires 
disclosure against a number of separate risk headings. Table 2.1 offers a brief explanation of 
the purpose of each pillar. Pillar Three is meant to act as a deterrent and although required 
disclosures inevitably often overlap with those made in regular financial statements, they 
are in a sense regarded as an indispensable market transparency tool.** At the same time, 
there are substantial doubts over whether disclosure-based market discipline can work in 
the case of large and complex financial institutions,** although the introduction of bail-in 
regimes must have substantially contained those doubts. 


V. BASEL [11 AND THE EU CAPITAL 
REGULATION FRAMEWORK 


A. INTRODUCTORY REMARKS 


Earlier Basel capital regulations were mostly built to further the microprudential approach. 
They were unable to restrain leverage and paid little attention to institution- and system-specific 
levels of liquidity. Both excessive leverage and a liquidity crunch were at the heart of the GFC.*° 
Essentially, Basel II capital requirements showed a poor appreciation of the importance and 
cost of strong equity cushions in the event of a crisis. As a result, many western banks were 
found to be severely undercapitalized and virtually insolvent in the wake of the GFC. 

Earlier Basel capital regulations also presented a number of other flaws, which were in sum- 
mary: (a) their pro-cyclical nature; (b) they fostered disastrous regulatory arbitrage through 
excessive asset transformation; (c) they neglected liquidity; and (d) they adhered to a risk- 
modelling approach which encouraged leverage, through assumption by banks of colossal 
amounts of short-term debt.*” 

The Basel III standards try to address both firm-specific and broader systemic risks. 
They consist of the following building blocks: 


e higher quality of capital, with a focus on common equity, and higher levels of capital to 
ensure banks can better absorb losses; 


e better coverage of risk, including risk arising from capital market activities; 


832 Allen and Overy, ‘Capital Requirements Directive IV Framework—Introduction to Regulatory Capital 
and Liquidity, Client Briefing Paper, 1 January 2014, 5. 

84 See for a good analysis of this argument W. Wilms, European Banking Federation, “The Dark Side of the 
Basel Committee's Pillar, speech at the National Bank of Belgium, 25 November 2014, available at www.ebf- 
fbe.eu/wp-content/uploads/2014/11/W1521MEW. pdf. 

85 ESA, “The Turner Review: A Regulatory Response to the Global Banking Crisis, March 2009, 45-7; M. 
Hellwig, ‘Systemic Risk in the Financial Sector: An Analysis of the Subprime-Mortgage Financial Crisis, MPI 
for Research on Collective Goods 2008/43, 2008, 228-32. 

® See E. Avgouleas, Governance of Global Financial Markets: The Law, the Economics, the Politics 
(Cambridge, Cambridge University Press, 2012), Ch. 3. 

87 Ibid. 
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e a minimum leverage ratio to constrain excessive risk taking and to serve as a back- 
stop to the risk-based capital measure, with a view to migrating to a Pillar One treat- 
ment based on appropriate review and calibration; 


e capital buffers, which should be built up in good times so that they can be drawn 
down in periods of stress; 


e minimum global liquidity standards to improve banks’ resilience to acute short-term 
stress and to improve longer-term funding; and 


e stronger standards for supervision, public disclosures, and risk management. 
, 


In addition, Basel III tackles procyclicality through the introduction of countercyclical 
buffers, and addresses systemic risk and interconnectedness through the introduction of a 
higher charge for the bigger (Globally Systemic) banks. Other innovations of the Basel IH 
framework are the introduction of a capital conservation buffer and the reintroduction of 
formal minimum liquidity ratios: the Liquidity Coverage Ratio (LCR), and the Net Stable 
Funding Ratio (NSFR).** This is another innovation, since supervisory focus had moved 
on to capital ratios in the 1980s. Finally, Basel III retains the ‘three pillar’ approach. See 
Table 2.1. 

Basel III has been transposed in Europe through the Capital Requirements Regulation 
(CRR), which was fully applied from 1 January 2014. The CRR, together with the CRD 
IV directive? (CRD IV), constitutes the main legislative framework for banks (and 
investment firms) in Europe. The CRR transposed the main principles of Basel II- 
Capital with some amendments.”' The CRR applies to all banks and certain investment 


Table 2.1 Scope of regulation—capital structure 


Pillar One Pillar Two Pillar Three 


Minimum Capital Supervisory Review Market Discipline 

Requirements Process 

Minimum capital ratio Discretionary Compulsory disclosure—markets will 
based on risk weights element that looks react and the banks will feel the impact 
assigned to different at internal control in terms of increased or decreased 
banking and trading book systems share prices, bond interest rate premia, 
assets or CDS risk premia 


Unweighted leverage ratio 
operating as a backstop 
under Basel IH 


*® For analysis see Section C. 

** Regulation (EU) No. 575/2013 of the European Parliament and of the Council of 26 June 2013 on pru- 
dential requirements for credit institutions and investment firms and amending Regulation (EU) No. 648/ 
2012, OJEU L 176 of 27 June 2013, 1-348 as this text has been subject to a complete corrigendum published in 
OJEU L 321 of 30 November 2013. 

*° Directive 2013/36/EU of the European Parliament and the Council of 26 June 2013 on access to the activ- 
ity of credit institutions and the prudential supervision of credit institutions and investment firms, amending 
Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC, Pb.EU L 176 of 27 June 2013, 
338-436. 

*" See Basel Committee on Banking Supervision, ‘Basel III Regulatory Consistency Assessment (Level 2), 
Preliminary Report: European Union, October 2012, www.bis.org. In this report the Basel Committee has 
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firms without distinction and not just large international banks, as is the case with 
the Basel Accords. There is, however, a part of the CRR that is restricted to systemic- 
ally important banks. The European Banking Authority has been tasked to develop a 
European Single Rule Book for banks based on a plethora of mandates set in the CRR 
and CRD IV. 

The CRR is directly applicable in all EU Member States without a need for imple- 
mentation by a national legal instrument. For example, the UK’s Prudential Regulation 
Authority (PRA) did not transpose the text of the CRR into its rules, it just deleted 
pre-existing conflicting UK rules. Where the PRA was entitled to give effect to CRR 
discretions and derogations, it has done so through specific rules within existing 
sourcebooks.”” 


B. BASEL III AND CRD IV CAPITAL ADEQUACY 
REQUIREMENTS AND BEYOND 


(i) Pillar One—credit risk—the banking book 
Core requirements 


The core requirement of Pillar One remains that a credit institution’s capital must exceed 
8 per cent of risk-weighted assets, but, in practice banks and especially G-SIBs are required 
to hold much higher capital buffers and, at least, for that category of banks talking about 
Basel minimums is no longer meaningful. 

As mentioned earlier, Basel III introduces higher levels of capital for banks and intro- 
duces a number of changes in regulatory capital composition as compared with Basel 
I and II.’ This higher level of capital is coupled with a stricter definition of common 
equity; harmonized deductions from capital and prudential filters; and an increase in 
capital requirements for trading activities, counterparty credit risk, and capital market 
related activities, for which a higher capital charge shall apply. 

First, the minimum requirement for common equity (CET1) has been raised from 
the 2 per cent level of the previous Basel Accords, before the application of regula- 
tory adjustments, to 4.5 per cent of risk weighted assets (RWAs) after the application 
of stricter adjustments. To this is added a capital conservation buffer of up to 2.5 
per cent of RWAs, which will bring the total minimum of common equity held as 
part of bank capital to 7 per cent of RWAs by 2019, when all reforms will have been 
implemented. 

Overall, the Tier 1 capital requirement includes common equity and other qualifying 
financial instruments, so-called Additional Tier 1 (A-CET1), selected on the basis of strict 
criteria, which give them loss absorption capacity equal to equity. This has increased from 
4 per cent to 6 per cent (before factoring in the conservation buffer). The BCBS clarifies 
that Tier 1 capital must be common shares and retained earnings as well as instruments 
that are subordinated, have fully discretionary non-cumulative dividends or coupons, and 


expressed some critical concerns about the lack of consistency of the adoption of Basel III-Capital to the 
European framework. 

2 Allen and Overy (n. 81). 

°3 BCBS, ‘Basel III: A Regulatory Framework for More Resilient Banks and Banking Systems, December 
2010 (rev June 2011), 2, para. 9 (hereinafter “BASEL III’). 
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do not have a maturity date or incentives to redeem. Hybrid capital instruments with an 
incentive to redeem have been eliminated. Also Tier 3 capital comprising subordinated 
debt was, in principle, eliminated, although this is debatable, since bailable debt under the 
BRRD and Title II of the Dodd-Frank Act and the debt component of the FSB's proposal 
for a Total Loss Absorpting Capacity (TLAC)”* requirements arguably look like substitutes 
for Tier 3 instruments. 


Capital conservation buffer 


Banks will be required to hold a capital conservation buffer of up to 2.5 per cent above 
the regulatory minimum of CET1.°° According to BCBS, ‘the capital conservation buf- 
fer ... is designed to ensure that banks build up capital buffers outside periods of stress 
which can be drawn down as losses are incurred.” The buffer essentially puts a con- 
straint on discretionary distributions of earnings, including dividend payments, share 
buy-backs, and staff bonus payments. Alternatively, banks may choose to raise new 
capital from the private sector as an alternative to conserving internally generated cap- 
ital. As mentioned earlier the buffer was implemented in Europe through the CRD IV 
package.” 

The capital conservation buffer is indispensable in addressing the collective action 
problem associated with payment of discretionary bonuses and higher dividends, even 
in the face of deteriorating capital positions.” In the period before (but also during) the 
GFC it was not unusual to see banks making generous discretionary payments, with the 
leading example being the case of Northern Rock, which returned capital to its sharehold- 
ers just weeks before its collapse.” Retention of a greater proportion of earnings during a 
downturn ensures that capital remains available to support ongoing business operations of 
banks through subsequent periods of stress, reducing the procyclicality of capital reserves. 
On the other hand, a bank with Common Equity Tier 1 capital near its highest level (7 per 
cent or higher) will not have any obligation to comply with any minimum capital conser- 
vation ratios. 

Basel III made a clear policy choice that it should be shareholders, preferred creditors, 
and other usual recipients of distributions rather than depositors who will aid the recovery 
of bank capital ratios.’°° This approach is not fully reflected in modern resolution regimes 
like the EU BRRD. When the bank is past recovery the BRRD regime could conceivably 
force losses on depositors, other than insured depositors, under the bail-in process (dis- 
cussed in Chapter 5). 


** Financial Stability Board, ‘Adequacy of Loss-absorbing Capacity of Global Systemically Important 
Banks in Resolution, 10 November 2014. 


°° See also Art. 129 CRD IV. 

°° BASEL III (n. 93), 54. 

°7 As required by Art. 92 CRR read in combination with Art. 129 CRD IV. 

** BCBS notes that the buffer ‘will reinforce the objective of sound supervision and bank governance and 
address the collective action problem that has prevented some banks from curtailing distributions’ (see BCBS 
Press Release 35/2010, ‘Group of governors and heads of supervision announces higher global minimum capi- 
tal standards, 12 September 2010, 2). 

°° House of Commons Treasury Committee, ‘The Run on the Rock; Fifth Report of Session 2007-08’ 
Volume I, 24 January 2008, 21, 25-6. 

100 Basel III (n. 93), 55. 
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Prudential filters and deductions 


There are also prudential filters, which particularly relate to the valuation of future 
income and realization of future profits or losses, which operate alongside and in add- 
ition to the Basel III conservation buffer and deductions. Moreover, in addition to the 
capital conservation buffer, the EU CRR restricts accelerated repayments,'*! redemp- 
tions, or other cancellations of equity or debt made available to bank investors for CET], 
AT1, and Tier 2. 

Deductions from regulatory capital are in addition to prudential filters and are meant to 
make corrections on balance sheet items in order to improve the robustness of own funds. 
Section 3 of the EU CRR offers a wide range of deductions. These cover, inter alia, losses for 
the current financial year, deferred tax payments, own holdings of CET 1 and holdings in the 
CET 1 of other financial institutions, and deductions from intangible assets.'°? Deductions 
may also be employed as dynamic pre-provisioning, which aims to account for anticipated 
future losses." 

Apart from the need to conserve bank capital, especially in good times, a need that is 
served by the Basel IH buffers, the quality of bank’s regulatory capital should also be pro- 
tected from dilution, which may occur where bank capital is used to provide capital sup- 
port or a guarantee against losses to a bank subsidiary or other affiliate. Both Basel III and 
the CRR restrict the instances under which intragroup support is offered with respect to 
obligations of the affiliate bank. The CRR provides an extensive list of entities affiliated to 
the bank. It restricts the granting of guarantees or security interest by subsidiaries of the 
bank.'** 


The countercyclical buffer and the G-SIB charge 


‘The new capital framework also introduces a countercyclical buffer (CCB) within a range 
of 0 to 2.5 per cent of risk-weighted assets, comprising, under Basel III, common equity 
or other fully loss absorbing capital.'°* According to Article 130(5) of the CRD IV, the 
countercyclical buffer is to be met by Common Equity Tier 1 only. The CCB is essentially 
an extension of the capital conservation buffer, but with stronger macroprudential char- 
acteristics and is utilized to address systemic risk concerns. The buffer will be triggered/ 
implemented according to the state of national economies and certain asset markets. 

Yet it is unclear whether the buffer will prove a potent enough regulatory weapon 
to counter bubbles in the absence of any monetary policy intervention.'°° The buffer’s 
focus on excess aggregate credit growth means that jurisdictions are likely to deploy 
the buffer on an infrequent basis. Also as the buffer is country specific, it will be 
triggered only when there is excessive credit growth, which leads to a system-wide 
build up of risk. Conversely, the buffer would be released when, in the judgment of 
the authorities, the released capital would help alleviate credit supply shortages in a 
recession. 


101 Acceleration in this context, means that repayments, redemptions, or other cancellations of principal is 
made prior to the maturity of the relevant capital instrument or debt obligation. 

102 Arts. 36-39 and 41-43 EU CRR. 103 Art. 40 EU CRR. 104 T id. Art. 7. 

105 While the maximum countercyclical buffer of 2.5 per cent of risk-weighted assets is the international 
reciprocity standard, it is not a ceiling for national regulators who might wish to impose a higher buffer or use 
additional macroprudential tools. 

106 ©. Borio, ‘Monetary Policy and Financial Stability: What Role in Prevention and Recovery?, BIS 


Working Paper No. 440, January 2014. 
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In principle, the buffer for internationally active banks is the weighted average of the buffers 
deployed across all the jurisdictions to which the institution in question has credit exposures. 
Therefore, international banks will find themselves subject to the buffer requirements on a 
more frequent basis than smaller banks, since credit cycles are not always highly correlated 
across jurisdictions.” The countercyclical buffer regime consists of the following elements:'”° 


(a) national authorities will monitor credit growth and other indicators that may 
signal a build up of system-wide risk and make assessments of whether credit 
growth is excessive and is leading to the build up of system-wide risk. Based on 
this assessment they will put in place a countercyclical buffer requirement when 
circumstances warrant. This requirement will be released when system-wide risk 
crystallizes or dissipates; 


(b) internationally active banks will look at the geographic location of their private sec- 
tor credit exposures and calculate their bank-specific countercyclical capital buffer; 


(c) the countercyclical buffer requirement to which a bank is subject will extend the 
size of the capital conservation buffer. 


Apart from a sector-wide countercyclical buffer, national authorities may subject individ- 
ual banks to a countercyclical buffer that varies between 0 and 2.5 per cent of total risk 
weighted assets for idiosyncratic (institution specific) riskiness. The bank-specific buffer 
will reflect the geographic composition of its portfolio of credit exposures. Banks must meet 
this buffer with Common Equity Tier 1 or other fully loss absorbing capital or be subject 
to restrictions on distributions.'®’ Naturally, this will generate a number of complex calcu- 
lation problems for international banks, which maintain a strong presence in a number of 
countries. Basel I holds that international banks should look at the geographic location of 
their private sector credit exposures (including non-bank financial sector exposures) and 
‘calculate their countercyclical capital buffer requirement as a weighted average of the buff- 
ers that are being applied in jurisdictions to which they have an exposure. "° 

In principle, when the economic cycle turns, and economic activity slows down or even 
contracts, this additional capital can be ‘released’ to allow the bank to keep lending or at 
least not to reduce its lending by less than would otherwise be the case. But whether in 
practice the buffer will act like that in a downturn remains unclear. It simply does not seem 
likely that bank capital ratios would be allowed to fall when the economic cycle has turned 
and banks feel the impact of it, in the simplest case scenario, due to an increase of non- 
performing loans. Accordingly, it is likely that, once triggered, the countercyclical buffer 
will become a permanent capital charge." 

Finally, the Financial Stability Board (FSB) and the BCBS have introduced a sys- 
temic risk buffer (comprising CET1 capital) for banks that are identified as globally sys- 
temically important financial institutions (G-SIFIs), a classification that extends to all 
globally systemically important banks (G-SIBs). The identification criteria and the allo- 
cation into categories of systemic importance include size, cross-border activities, and 


*” For the way the EU authorities are mandated to calculate the countercyclical buffer on an individual and 
consolidated basis see Art. 140 CRD IV and Art. 93 CRR. 


108 Basel III (n. 93), 57. 10 Basel III (n. 93), 58. 

119 Tbid. Credit exposures in this case include all private sector credit exposures that attract a credit risk 
capital charge or the risk-weighted equivalent trading book capital charges for specific risk (ibid.). 

11 See L, Carver, ‘Macro-prudential Supervision: The Case against, Risk magazine, 29 Jan 2013, available at 
www.risk.net/risk-magazine/feature/2239270/macroprudential-supervision-the-case-against. 
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interconnectedness.''* The EU sets out the requisite criteria for the identification of glo- 
bally and other systematically important institutions in Article 131 of CRD IV."3 

The FRB issued a final rule in August 2015 with a view to phasing it in from January 2016, 
with full implementation required by January 2019. (See FRB, ‘Risk-Based Capital Guidelines: 
Implementation of Capital Requirements for Global Systemically Important Bank Holding 
Companies, available at http://federalreserve.gov/aboutthefed/files/bcreg20141209al.pdf.) 
This new rule provides for a G-SIB surcharge of between 1.0 to 4.5 per cent of each firms 
total risk-weighted assets.'’* The higher loss absorbency requirement for G-SIBs was phased 
in from 1 January 2016 (with full implementation by 1 January 2019).''* Assuming a coun- 
tercyclical buffer of 1 per cent and a G-SIB surcharge of 3 per cent, the total CET] capital of 
big banks can reach 11 per cent of risk-weighted assets, which is a considerable improvement 
over the earlier standards for bank equity requirements. See Figure 2.1. 


own funds 


= 1-2% * 
buffer 0-2% * Bank-specific additional 


Pillar 2 


Extra cushion of CET] capital 
for systemically important 
institutions and for 
macroprudential risk 
Combined 


Extra cushion of CET? buffer 
capital in boom times 


Extra cushion of CET1 
capital 


Basic requirement 


* Assumed upper bounds (values can be higher) 
** In certain cases can be the sum of SII and systemic 
risk buffer. 


Figure 2.1 The Basel III Capital Framework with the G-SIB surcharge’ 


112 BCBS, ‘Global Systemically Important Banks: Updated Assessment Methodology and the Higher Loss 
Absorbency Requirement, July 2013. 

113 The CRD IV criteria are: “The identification methodology for G-SIIs shall be based on the following 
categories: (a) size of the group; (b) interconnectedness of the group with the financial system; (c) substitut- 
ability of the services or of the financial infrastructure provided by the group; (d) complexity of the group; 
(e) cross-border activity of the group, including cross border activity between Member States and between a 
Member State and a third country. Each category shall receive an equal weighting and shall consist of quantif- 
able indicators’ (Art. 131(2) CRD IV). 

114 See FRSys, ‘Regulatory Capital Rules: Implementation of Risk-Based Capital Surcharges for Global 
Systemically Important Bank Holding Companies, 80/157 Federal Register No. 157, 14 August 2015, available 
at www.gpo.gov/fdsys/pkg/FR-2015-08-14/pdf/2015-18702.pdf. 

abid. 

116 Adapted from Schoenmaker (n. 74). 
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(ii) Additional loss absorbency and bail-in 


Contingent capital instruments (CoCos) 

CoCos expose the holder of regulatory capital instruments, upon the occurrence of certain 
triggers, to either (i) a compulsory write down of principal or (ii) a compulsory exchange 
of the principal for equity instruments of the bank, providing additional loss absorption. 
The concept of additional loss absorption was mooted well before its introduction in Basel 
II, chiefly in an earlier report by the Squam Lake group’”” and in some notable academic 
works.'!® The key idea behind contingent instruments is quite simple: 


(a) to increase the going concern cushion (loss-absorbency capacity) of banks by call- 
ing on investors in regulatory capital instruments. This is, in principle, tantamount to 
holding reserves of equity-like capital that can absorb bank losses while the bank is a 
going concern to avoid pushing the bank into painful resolution; 


(b) reduction of moral hazard as shareholders will be very afraid of dilution of their 
stakes through the conversion of CoCos."” 


Others add a third objective: incentivizing the voluntary, pre-emptive, and timely issuance 
of equity in order to avoid a highly dilutive CoCo conversion.’ 

CoCos are largely untested instruments and in fact during the recent crisis, most hybrid 
capital instruments with characteristics similar to CoCos did not absorb losses as they 
were designed to do.’”! Moreover, the unintended consequences of conversion may be 
very significant if the trigger event is not properly designed, especially in times of high 
market volatility and uncertainty.'”* Secondly, as Chan and Van Wijnbergen argue, while 
the CoCo conversion may bring the bank back into compliance with capital requirements, 
it will nevertheless raise the probability of a bank run, because conversion sends a negative 
signal to depositors about asset quality.'** Moreover, conversion imposes a negative exter- 
nality on other banks in the system in the likely case of correlated asset returns. Therefore, 
bank runs elsewhere in the financial system may become more likely too, raising systemic 
risk concerns after conversion. CoCos thus could lead to a direct conflict between micro- 
and macroprudential objectives. 

The proper calibration of trigger events is of fundamental importance and pre- 
determines CoCo effectiveness and avoidance of market panic. Conversion could have 


117 Squam Lake Working Group on Financial Regulation, ‘An Expedited Resolution Mechanism for 
Distressed Financial Firms: Regulatory Hybrid Securities, Council on Foreign Relations, Center for 
Geoeconomic Studies, Working Paper 2009. 

ne J, Coffee, Jr., ‘Bail-Ins versus Bail-Outs: Using Contingent Capital to Mitigate Systemic Risk’ (2010), avail- 
able at http://papers.ssrn.com/sol3/papers.ctm?abstract_id- 1675015. M. J. Flannery, ‘Stabilizing Large Financial 
Institutions with Contingent Capital Certificates’ (2009), available at https://ssrn.com/abstract=1485689, 

H? See for discussion, C. Pazarbasioglu, J. Zhou, V. Le Leslé, and M. Moore, ‘Contingent Capital: Economic 
Rationale and Design Features, IMF Staff Discussion Note, 25 January 2011, International Monetary Fund, 
SDN/11/01; P. Glasserman and B. Nouri, ‘Contingent Capital with a Capital-Ratio Trigger, August 2010, 
https://ssrn.com/abstract=1669686; M. J. Flannery, ‘Contingent Capital Instruments for Large Financial 
Institutions: A Review of the Literature, Annual Review of Financial Economics 2014. 

°C. W. Calomiris and R. J. Herring, ‘Why and How to Design a Contingent Convertible Debt Requirement; 
Wharton School, Financial Institutions Center, Working Paper 11-41, April 2011. 

121 Pazarbasioglu et al. (n. 119), 7. The IMF study postulates that this failure was (partly) due to ‘banks’ reluc- 
tance to send negative signals to the markets and partly due to regulatory forbearance, overestimated capital 
ratios and/or capital injections from the governments, which prevented the breach of regulatory ratios’ (ibid). 

122 Dazarbasioglu et al. (n. 119), 8-10. 


123 S, Chan and S. Van Wijnbergen, ‘Cocos, Contagion and Systemic Risk, Tinbergen Institute Discussion 
Paper 14-110/VI/DSF 79, 30 September 2014, 
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negative signalling effects, leading to a bank run, notwithstanding the successful recapit- 
alization of the bank, contagion,'** and be subject to possible price manipulation.” The 
BCBS formulation of CoCo triggers is as follows: 


The trigger event is the earlier of: (1) the decision to make a public sector injection of 
capital, or equivalent support, without which the firm would have become non-viable, as 
determined by the relevant authority; and (2) a decision that a write-off, without which the 
firm would become non-viable, is necessary, as determined by the relevant authority.” 


Basel IH allows Contingent Capital Instruments (CoCos) to be issued as additional Tier 1 
capital (as well as Tier 2 capital), which can thus contribute up to 1.5 per cent of the risk- 
weighted capital ratio.” 

Under the EU CRR the contingent capital requirement must conform with qualita- 
tive requirements for AT1 capital instruments (Article 52), which require that the provi- 
sions governing AT1 instruments provide that ‘upon the occurrence of a trigger event, 
the principal amount of the instruments be written down on a permanent or tempor- 
ary basis or the instruments be converted to Common Equity Tier 1 instruments 
(Article 52(1)(n) CRR). 

The CRR provides the definition of the ‘trigger event’ in Article 54, paragraph 1 and it is 
based on objective conditions. CoCo conversion may be triggered when the CET1 capital 
ratio (of Article 92, paragraph 1 CRR) falls below either (i) 5.125 per cent or (ii) a higher 
level set at the discretion of the bank and as set forth in the (contractual) terms and condi- 
tions of the capital instruments issued. Article 59 of the BRRD, on the other hand, gives 
the power to relevant authorities to reduce or convert CoCos ‘either: (a) independently of 
resolution action; or (b) in combination with a resolution action. 

Article 54 CRR provides that CoCos issued as AT1 capital instruments may either be 
converted into CET1 capital instruments, namely the debt holdings turn into sharehold- 
ings, or written down. This means that the holders of AT] capital instruments that will be 
subject to a write down will lose all of their claims after the trigger event. 

As a result, the write down is permanent. The Article 54 CRR write-down mechanism 
must be incorporated in the terms and conditions of AT1 instruments resulting in a per- 
manent, irrevocable extinguishing of the claims to principal and interest coupon on the 
debt instruments once the trigger event has occurred. Essentially, the write-down mech- 
anism contributes to bank recapitalization in the same way as the conversion of AT1 capi- 
tal instruments to CET1 capital instruments." 


Bail-inable liabilities 

While not regulatory capital per se (under Basel III), bank liabilities designated as bail- 
inable, are designated to be used to either absorb losses or recapitalize the bank both under 
the Dodd-Frank Act and the BRRD framework. Under BRRD Article 48(1)(e), once 


124 C, A. E. Goodhart, ‘Are CoCos from Cloud Cuckoo-Land?, 10 June 2010, www.voxeu.org. 

125 § Sundaresan and Z. Wang, ‘On the Design of Contingent Capital with a Market Trigger’ (2015) 70 
Journal of Finance 881-920. 

126 BCBS, Consultative Document, ‘Proposal to Ensure the Loss Absorbency of Regulatory Capital at the 
Point of Non-viability, August 2010, 5. 

127 BCBS, ‘Minimum requirements to ensure loss absorbency at the point of non-viability, Press Release 11 
January 2011, Ref no. 03/2011, www.bis.org. 

128 B, P. M. Joosen, ‘Regulatory Capital Requirements and Bail-in Mechanisms’ in M. Haentjens and B. 
Wessels (eds.), Research Handbook on Crisis Management in the Banking Sector (Elgar, 2015), at 350 et seq. 
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all bank CET1, ATI, and Tier 2 instruments have been written off, or where appropriate 
converted into equity, the relevant authorities may ‘reduce to the extent required the prin- 
cipal amount of, or outstanding amount payable in respect of, the rest of eligible liabilities 
in accordance with the hierarchy of claims in normal insolvency proceedings’ in order 
to cover bank losses on its assets and/or to restore the bank to capital viability. So while 
the TLAC requirements discussed later only apply to globally systemically significant 
banks, BRRD’s minimum requirement for own funds and eligible liabilities (MREL) will 
be a regulatory obligation of all banks.'?? The conversion or writing-down process only 
starts once the bank’s other capital buffers have been depleted and the bank is forced into 
resolution. 

An important difference between the two bail-in models is that in Title 1l1—Orderly 
Liquidation Authority of the Dodd—Frank Act—the bail-in will be applied to a bank that is 
a gone concern only,'*° whereas in the EU there is also the choice of using bail-in for a bank 
that is still a going concern (‘open bank’ resolution).'*! Under the BRRD this minimum 
cushion is an amount of regulatory capital and eligible liabilities expressed as a percentage 
of the total liabilities and own funds of the institution.'*? The minimum requirement for 
own funds and eligible liabilities (MREL) of each institution is determined by the reso- 
lution authority, after consulting the bank regulator, at least on the basis of the following 
criteria:'*? 


(a) the need to ensure that the institution can be resolved by the application of the reso- 
lution tools including, where appropriate, the bail-in tool, in a way that meets the 
resolution objectives; 


(b) the need to ensure, in appropriate cases, that the institution has sufficient eligible lia- 
bilities to ensure that, if the bail-in tool were to be applied, losses could be absorbed 
and the Common Equity Tier 1 ratio of the institution could be restored to a level 
necessary to enable it to continue to comply with the conditions for authorization 
and to continue to carry out the activities for which it is authorized under Directive 
2013/36/EU or Directive 2014/65/EU (Deposit Guarantee Schemes) and to sustain 
sufficient market confidence in the institution or entity; 


(c) the need to ensure that, if the resolution plan anticipates that certain classes of eli- 
gible liabilities might be excluded from bail-in under Article 44(3) or that certain 
classes of eligible liabilities may be transferred under the partial transfer mechan- 
ism, the institution has retained sufficient eligible liabilities to ensure that losses 
could be absorbed and the Common Equity Tier | ratio of the institution could be 
restored to a level necessary to enable it to continue to comply with the conditions 
for authorization and to continue to carry out the activities for which it is author- 
ized under Directive 2013/36/EU or Directive 2014/65/EU; 


2° On the composition of MRELs and their function in resolution see EBA, ‘Interim Report on 
Implementation and Design of the MREL Framework, 19 July 2016, esp. 6-9. 

% Title II of the Dodd Frank Act (Orderly Liquidation authority). 

131 Art. 43(2)(a) and (b) BRRD. In practice the difference is not significant in terms of investor confi- 
dence. See E. Avgouleas and C. Goodhart, ‘Critical Reflections on Bank Bail-ins’ (2015) 1 Journal of Financial 
Regulation 2. It also does not make much difference in terms of impact, since under Title II what is resolved is 
the holding company, and the operating subsidiaries, through which the bank functions, remain unaffected. 
But protection of normal bank functions is presumably also the rationale underpinning the open bank reso- 
lution process under the BRRD. 

132 Importantly, derivative liabilities shall be included in the total liabilities on the basis that full recognition 
is given to counterparty netting rights (Art. 45 BRRD). 

®* Tbid. 
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(d) the size, the business model, the funding model, and the risk profile of the 
institution; 

(e) the extent to which the Deposit Guarantee Scheme could contribute to the financ- 
ing of resolution in accordance with Article 109; 


(f) the extent to which the failure of the institution would have adverse effects on 
financial stability, including due to its interconnectedness with other institutions or 
with the rest of the financial system through contagion to other institutions. 


Institutions must comply with the minimum requirements laid down in Article 45 BRRD 
on an individual basis.'** A resolution authority may, after consulting a competent 
authority, decide to apply additional minimum requirements. Parent undertakings based 
in the EU shall comply with the minimum requirements laid down in Article 45 on a con- 
solidated basis. Resolution authorities shall set the minimum requirement to be applied 
to the group's subsidiaries on an individual basis on the basis of the Article 45 criteria. 
Under Article 36 BRRD the bank cannot access public funds even under the extraordin- 
ary circumstances of a systemic crisis before a contribution of at least 8 per cent of total 
bank liabilities, including own funds, from the bank shareholders and creditors.'*° 


(iii) Leverage ratios 


Uncontrollably procyclical leverage was partly responsible for the extreme fragility of 
the global financial system and the depth of the GFC. Basel III introduced a minimum 
level of bank leverage as a backstop.'*° This is mainly a reporting measure rather than 
one that acts as an immediate capital constraint over new lending. It acts as a sup- 
plement to the risk-weighted capital ratio (RWCR) and refers to the ratio between a 
bank’s non-risk-weighted assets and its Tier 1 capital. Namely, the Basel III leverage 
ratio is a simple number, that captures both on- and off-balance sheet exposures and 
net derivatives positions and is not related to any risk adjustment calculations. The 
non-risk based leverage ratio is meant to serve both as a safety valve and a means 
to contain regulatory arbitrage, which increases leverage through off-balance sheet 
assets transformation. It could also counter the effects of inadequate disclosure of 
banks’ capital positions.’*’ 

Any bank with an unweighted leverage ratio of less than 3 per cent will be deemed to 
be undercapitalized. The distinction between the two measures is that leverage ratios strip 
out the effects of risk-weighting models, and the ratios are calculated using the tightened 
definition of capital required under Basel III.'** The ratio curbs the capacity of banks to 
leverage their capital base, and to provide safeguards against possible RWA modelling 


134 Art. 45(7) BRRD. 

135 ‘A contribution to loss absorption and recapitalisation equal to an amount not less than 8 % of total 
liabilities including own funds of the institution under resolution, measured at the time of resolution action 
in accordance with the valuation provided for in Article 36, has been made by the shareholders and the hold- 
ers of other instruments of ownership, the holders of relevant capital instruments and other eligible liabilities 
through write down, conversion or otherwise’ (Art. 37(10)(a) BRRD and Recs 57, 73, 75 BRRD). 

136 “The use of a supplementary leverage ratio will help contain the build-up of excessive leverage in the 
system. It will also serve as an additional safeguard against attempts to “game” the risk-based requirements 
and will help address model risk’ (BCBS, “The Basel Committee’s Response to the Financial Crisis: Report to 
the G20; 5. 

137 Basel III (n. 93), 61. 

138 Basel III (n. 93), 12. 
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errors." Banks have been given until 2018 to comply fully with the Basel III leverage 
ratio. In the EU the Basel HI leverage ratio was implemented by means of CRD IV,’*° an 
EU Commission Delegated Act,!*' and EBA monitoring. Disclosure of EU institutions’ 
leverage ratios was introduced in January 2015 with a view of moving to a binding lever- 
age ratio in 2018, following a wide EBA review.'*? The ratio is calculated on the basis of 
the revised Basel methodology to take into account netting arrangements for repurchase 
transactions and securities financing transactions.’** 

Unsurprisingly as the theoretical debate about an optimal ratio remains inconclusive 
this pluralism is also reflected in recent measures across key G20 jurisdictions aimed at 
the adoption of binding leverage by their banks. The Federal Reserve is required by the 
Dodd-Frank Act to establish the enhanced risk-based and leverage capital requirements 
for ‘covered companies, i.e. bank holding companies with total consolidated assets 
of at least $50 billion and non-bank financial companies that the Financial Stability 
Oversight Council has designated for supervision by the Federal Reserve Board.'™* 
Banks and other financial organizations are required to report to the market and regu- 
lators on their leverage ratio at regular intervals under the Prompt Corrective Action 
(PCA) regulations.**° 

Given the failure of the previous American leverage ratio to warn of impending disas- 
ter, mostly because off-balance sheet exposures went unnoticed, the Dodd-Frank Act has 
adopted a more sophisticated approach to measure bank leverage.’*° The leverage ratio 
itself for all banking organizations is set at 4 per cent,'*’ although certain large bank- 
ing organizations are subject to a lower leverage ratio if they utilize the advanced IRB 
approach to RWAs, which require them to have a minimum total leverage exposure of 3 
per cent.'*® However, a further supplementary rule has been introduced to cover the larg- 
est and most interconnected bank holding companies (BHCs), defined as those with more 
than $700 billion in consolidated total assets, or $10 trillion in assets under custody (cov- 
ered BHCs). These banks would be required to maintain a Tier 1 capital leverage buffer of 


18° As the BCBS has noted, ‘the [GFC] demonstrated that credit losses and writedowns come out of retained 
earnings, which is part of banks’ tangible common equity base’ (see Basel III (n. 93), 2). 

SPa GRR 

14 Commission Delegated Regulation (EU) 2015/62 of 10 October 2014 amending Regulation (EU) of the 
European Parliament and of the Council with regard to the leverage ratio, OJ 2015 L 11/37. 

142 CRR Rec. 18. EBA, ‘Report on the Leverage Ratio Requirements under Article 511 of the CRR, EBA- 
Op-2016-13, 3 August 2016. The EBA report found that a 3 per cent ratio will not have an appreciable impact 
on bank financing in the EU, nonetheless, ‘[it] would constitute a higher capital requirement than a risk-based 
Tier 1 capital requirement of 8.5% (consisting of a 6% minimum level plus a 2.5% fully phased-in capital con- 
servation buffer level) for around 33% of the analysed credit institutions ... [But] [a]t a level of 2% or 2.5%, the 
supervisory backstop role of the LR would be insufficient, as at those levels it would constitute a higher capital 
requirement than a risk-based Tier 1 capital requirement of 8.5% [for several of the surveyed institutions]’ 
(ibid., 16-17). 

143 Art. 429 CRR as amended by the Commission Delegated Regulation, ibid.; BCBS, ‘Basel III Leverage 
Ratio Framework and Disclosure Requirements, January 2014. 

144 See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub, L. No. 111/203 (21 July 2010) 
Pub. L. No. 124 Stat. 1376 § 165. 

"$ Regulatory Capital Rules: Regulatory Capital, Enhanced Supplementary Leverage Ratio Standards for 
Certain Bank Holding Companies and Their Subsidiary Insured Depository Institutions, 79 Fed. Reg. 24,528 
(Final Rule, 1 May 2014) (12 C.ER pts. 6, 208, 217, 324) at 62,030. 

146 See Avgouleas (n 13). 17 Regulatory Capital Rules (n. 145) at 62,030. 

148 Ibid. at 62,143. 
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at least 2 per cent above the minimum supplementary leverage ratio requirement of 3 per 
cent (for banks which use the advanced IRB approach), for a total of 5 per cent. 

Insured subsidiaries of BHCs (‘insured depository institutions’) must maintain at least a 
6 per cent leverage ratio to be considered ‘well capitalized’ under the agencies’ PCA frame- 
work.'*” Failure to exceed the 5 per cent ratio would subject covered BHCs to restrictions 
on discretionary bonus payments and capital distributions. This rule was first applied to 
the eight largest and most interconnected US banks, although it will not be implemented 
in its entirety until January 2018. Furthermore, there are additional requirements for 
leverage restrictions in times of crisis.'*° 

As mentioned earlier, in the EU, regulators use the Basel III Accord as the tem- 
plate. However, whilst CRD IV requires that institutions calculate and report on their 
leverage ratios, CRD IV did not propose a minimum leverage ratio. The European 
Commission charged the European Banking Authority with monitoring the imple- 
mentation of Basel III and reporting on whether the 3 per cent minimum leverage 
ratio is appropriate for European financial institutions. In the end an EU-wide ratio 
of 3 per cent will be implemented from January 2018, though it may rise further in 
the future.**? 

The UK’s Bank of England has introduced a new leverage ratio, which will be binding 
on all banks regulated by the Prudential Regulation Authority (PRA) by 2018.5? This has 
followed on from work done by the Independent Commission on Banking (chaired by 
Sir John Vickers),'*? which recommended that large UK ring-fenced banks ought to be 
subject to a supplementary leverage ratio of approximately 4 per cent. 

Accordingly, the PRA is to be empowered to set a minimum leverage ratio of 3 per 
cent for all UK financial institutions; a supplementary leverage ratio for systemically 
important financial institutions;'’** and a countercyclical leverage ratio buffer (CCLB), 
again, calculated in proportion to the Basel III countercyclical buffer (CCB). 

The Bank of England argues that mimicking the Basel III risk-weighting system 
‘achieve[s] complementarity between the leverage and risk-weighted framework.'*° 
Under these proposals, large systemically important UK banks will have to comply with 
a leverage ratio of 4.5 per cent. This may also increase at the discretion of the PRA 
to require higher levels of capital based on the activation of the CCB.'”® It is perhaps 


8 Tbid. 

150 Dodd-Frank places a limit of 15:1 leverage for an institution with $50 billion of assets or more that 
poses a ‘grave threat to the financial stability of the U.S. when such a limit would mitigate the threat’ (Dodd- 
Frank Act, § 165(j)(1)). This limitation applies in very narrow circumstances, and is designed as a remedial, 
rather than a preventative measure, triggered to contain a risk once it has been identified rather than to prevent 
risk from materializing (see ibid.). 

151 See, in general, Supervisory Review, European Banking Authority, 15 November 2014, available at 
www.eba.europa.eu/supervisory-convergence/supervisory-disclosure/supervisory-review and the EBA Report 
on the Leverage Ratio (n. 143). 

152 See Bank of England, The Financial Policy Committees Review of the Leverage Ratio (October 2014) 
(hereinafter, Bank of England, Review of the Leverage Ratio). This paragraph also draws on work, published 
and unpublished, I have jointly undertaken with Jay Cullen. 

153 See J, Vickers, ‘The Indep. Comm'n on Banking: Final Recommendations’ (2011), available at http:// 
webarchive.nationalarchives.gov.uk/+/bankingcommission.independent.gov.uk. 

154 Bank of England, Review of the Leverage Ratio, at 6. 155 Ibid. 156 Ibid. at 17. 
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Table 2.2 Bank capital requirements under Basel III, CRD IV, and the BRRD 


What minimum? Where and when? Before 
Capital 4.5% CET 1, 6% with Global, EU, and 4% Tier 1 upon 
additional Tier 1 capital, EEA looser definition 
and 8% with Tier 2 capital, of capital, 8% 
risk weighted. Target a total capital, risk 
minimum of 7% CET1. . weighted 
Capital G-SIBs (up to +4.5% Global, EU, and Only in a few 
add-ons and CETI(USA)), EEA Member States 
macroprudential O-SIIs (up to +2% CET1), 
buffer capital conservation 
buffer (+2.5% CET1), 


countercyclical capital 
buffer (up to +2.5% 
CET1), and systemic risk 
buffer (>+1% risk-weight). 


Leverage ratio 3%, non-risk weighted. Global, EU, and Not in the EU, UK 


Most jurisdictions EEA expected from 
including the USA, 2018 onwards 
Canada, Switzerland, and 

the UK have opted for 


leverage ratios over 4% of 
unweighted assets. 


Bail-inable Minimum 8% of total EU and EEA, from Non-existent 
liabilities and own funds 2016 onwards 
(MREL). 
A higher level provided by 
TAC 


noteworthy that, notwithstanding these increases in the leverage requirement, there has 
been widespread relief amongst the UK banking industry that tougher regulations were 
not imposed.” See Table 2.2. 


C. LIQUIDITY REQUIREMENTS AND MEASUREMENT 
OF LIQUIDITY 


(i) Introductory remarks 


Basel III required, subject to a transitional period, the introduction of Basel III minimum 
liquidity standards to make banks more resilient to potential short- and medium-term fund- 
ing disruptions. These are the liquidity coverage ratio (LCR) and the net stable funding ratio 
(NSFR). This is a radical break from the previous accords that had simply focused on capital 
cover ratios and ignored the importance of stable sources of funding acting on the implicit 
assumptions that solvent banks would be able to find liquidity either from the markets or the 


157 Indicatively, see S. Fleming, ‘Banks Breathe Sigh of Relief over UK Leverage Ratio, FT, 31 October 2014, 
available at www.ft.com/cms/s/0/154fd498-6 10a-11e4-894b-00144feabdc0. html#axzz317EugySI. 
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central bank at all times. This assumption discarded the possibility of a generalized liquidity 
crunch or the importance of funding costs in maintaining bank solvency. In the EU, liquidity 
requirements have been implemented through a combination of relevant provisions in CRD 
IV," an EU Commission Delegated Act,’ and EBA monitoring tools. 

To facilitate consistent implementation of liquidity standards by national regulators, 
BCBS has harmonized the parameters used in the standards with predetermined values. 
Yet in the case of a few parameters, national discretion remains. Also the ratios must 
be supplemented by detailed supervisory assessments of other aspects of banks’ liquid- 
ity management framework in line with the BCBS Sound Principles,'°° without prevent- 
ing supervisors from adopting more stringent standards or parameters to reflect a bank’s 
liquidity risk profile.** 


(ii) Liquidity coverage ratio 

The objective of this standard is to ensure that banks maintain an adequate level of ‘unen- 
cumbered, high-quality liquid assets that can be converted into cash to meet its liquid- 
ity needs for a 30 calendar day time horizon under a significantly severe liquidity stress 
scenario specified by supervisors.’ Here we only discuss the Basel standard. The more 
elaborate EU approach is explained in Recital 100 et seq. of the CRR and the specific meas- 
urements at Article 411 et seq. of the CRR. 

Under the Basel standard, at a minimum, the stock of liquid assets should enable the 
bank to survive until day 30 of the stress scenario. This gives management and supervisors 
sufficient time to take appropriate corrective actions in the event of a liquidity crunch. 
Basel III defines this standard as follows in Figure 2.2. 


Stock of high-quality liquid assets 
2 100% 


Total net cash outflows over the next 30 calendar days 


Figure 2.2 Basel III standard 


The LCR has two components: (a) the value of the stock of high-quality liquid assets in 
stressed conditions; and (b) total net cash outflows, calculated according to the scenario 
parameters discussed later. The standard is quite stringent as it requires that the value 
of the LCR is at all times, over 30 calendar days, no lower than 100 per cent.'** Namely, 


158 See Rec. 98-102 and Part 6 CRR. 

15° Commission Delegated Regulation (EU) 2015/61 of 10 October 2014 to supplement Regulation (EU) 
No. 575/2013 of the European Parliament and the Council with regard to liquidity coverage, OJ 2015 L 11/58, 
1, 17 January 2015. 

160 BCBS, ‘Principles for Sound Liquidity Risk Management and Supervision, September 2008. This BCBS 
guidance—arranged around 17 principles for managing and supervising liquidity risk—takes account of les- 
sons learned during the crisis and is based on a fundamental review of sound practices for managing liquidity 
risk in banking organizations. The guidance for supervisors has also been augmented substantially. It empha- 
sizes the importance of supervisors assessing the adequacy of a bank's liquidity risk management framework 
and its level of liquidity, and suggests steps that supervisors should take if these are deemed inadequate. The 
principles also stress the importance of effective cooperation between supervisors and other key stakeholders, 
such as central banks, especially in times of stress. 

161 BCBS, ‘Basel III: International Framework for Liquidity Risk Measurement, Standards and Monitoring, 
December 2010, 2-3 (hereinafter BCBS, International Framework for Liquidity Risk Measurement). 

HOE Towa Sk 

163 BCBS explains that LCR is based on traditional liquidity ‘coverage ratio’ methodologies used internally 
by banks to assess exposure to contingent liquidity events (ibid). 
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that the stock of high-quality liquid assets does not fall below the value of total net cash 
outflows over the specified period. To meet this requirement on a continuous basis banks 
must hold a stock of unencumbered, high-quality liquid assets, which would shield them 
from any severe liquidity stresses. Given the uncertain timing of cash outflows and inflows, 
bank supervisors should also monitor any potential mismatches within the 30-day period 
and ‘ensure that sufficient liquid assets are available to meet any cash-flow gaps throughout 
the period.'** The liquidity stress scenarios taken into account by BCBS proposals refer to 
combined idiosyncratic and market-wide shocks, which incorporate many of the shocks 
experienced during the GFC (into one stress scenario). Thus, they are rather strict.’°° They 
include: 


(a) a depositors’ run leading to loss of a proportion of retail deposits: (i) stable deposits 
(run-off rate = 5% and higher), (ii) less stable deposits (run-off rates = 10% and 
higher); 

(b) a partial drying up of wholesale lending markets, leading to a partial loss of 
unsecured wholesale funding;’°° 


(c) apanicorarunon the repo market, which would result in a partial loss of secured,'°’ 
short-term financing based on certain collateral and counterparties; 


(d) additional contractual outflows that would arise from a downgrade in the bank's 
public credit rating by up to and including three notches, including collateral post- 
ing requirements; 

(e) increases in market volatilities that impact the quality of collateral or potential 
future exposure of derivative positions and thus require larger collateral haircuts or 
additional collateral, or lead to other liquidity needs; 


(f) unscheduled drawings on committed but unused credit and liquidity facilities that 
the bank has provided to its clients; and 


(g) the potential need for the bank to buy back debt or honour non-contractual obliga- 
tions in the interest of mitigating reputational risk. 


The numerator of the LCR is the ‘stock of high-quality liquid assets, which means the 
stock of unencumbered high-quality liquid assets to cover the total net cash outflows over 
a 30-day period under the aforementioned stress scenario. In order to qualify as a ‘high- 
quality liquid asset, assets should be liquid in markets during a time of stress and, if pos- 
sible, be central bank eligible, which essentially means that they must be assets that can be 
easily and immediately converted into cash at little or no loss of value. Basel III describes 


*** BCBS, International Framework for Liquidity Risk Measurement, 3. 

16° In spite of their stringency, BCBS views its stress testing scenarios as a minimum supervisory require- 
ment and banks are expected to conduct their own stress tests to assess the level of liquidity they should hold 
beyond this minimum, in accordance with the specific nature of their business activities. Internal stress tests 
should incorporate longer time horizons than the one mandated by LCR. Banks should share the results of 
their internal liquidity stress tests with their supervisors (ibid., 4). 

1% This includes the following run off rates of each of the following types of funding: unsecured whole- 
sale funding provided by small business customers: 5 per cent, 10 per cent, and higher; unsecured wholesale 
funding with operational relationships: 25 per cent; unsecured wholesale funding provided by non-financial 
corporates, sovereigns, central banks, and public sector entities: 75 per cent; unsecured wholesale funding 
provided by other legal entity customers: 100 per cent (ibid., 14-17). 

197 “Secured funding” means liabilities and general obligations that are collateralized by legal rights to 


specifically designated assets owned by the borrowing institution in the case of bankruptcy, insolvency, liqui- 
dation or resolution’ (ibid., 17). 


CHAPTER 2 PRUDENTIAL REGULATION I 59 


them as assets that are more likely to generate funds without incurring large discounts due 
to fire sales even in times of stress, low credit and market risk assets; that are easy to value 
with certainty and are not strongly correlated with risky assets; and finally, assets traded 
on exchange or on large active markets.’ 

Furthermore, Basel III describes two categories of assets that can be included in the 
stock of ‘highly liquid assets. ‘Level 1’ assets can be included in the pool without limit. 
They comprise assets held at market value and not susceptible to a haircut such as: (a) cash; 
(b) central bank reserves, if they can be drawn down in times of stress; (c) marketable 
securities representing claims on or claims guaranteed by sovereigns, central banks, non- 
central government Public Sector Entities (PSEs), the Bank for International Settlements, 
the International Monetary Fund, the European Commission, or multilateral develop- 
ment banks.'®° ‘Level 2’ assets can only comprise up to 40 per cent of the overall stock of 
‘highly liquid assets’ after haircuts have been applied. Level 2 instruments are corporate 
and covered bonds and marketable securities representing claims on or claims guaranteed 
by sovereigns, central banks, non-central government PSEs, or multilateral development 
banks that satisfy specific conditions.’”° 

Arguably, only sovereign debt instruments tick most of the aforementioned criteria as 
regards liquid and readily realizable assets. At the same time, this finding represents a 
clear balance sheet danger, namely, it might lead to loading bank balance sheets with risky 
assets, as certain sovereign bonds are, by the back door. It could also lead to increased 
demand for the paper of certain sovereign issuers, lowering yields for them and creating a 
bubble for sovereign debt instruments that are regarded as ‘safe’ assets. 


(iii) Net stable funding ratio 

Objective 

The net stable funding ratio (NSFR) is meant to promote more medium- and long-term 
funding of bank assets and activities. This metric establishes a minimum acceptable 
amount of stable funding based on the liquidity characteristics of an institution's assets 
and activities over a period of one year. The standard is designed to act as a minimum 
enforcement mechanism to complement the LCR and support other supervisory efforts 
by promoting structural changes in the liquidity risk profiles of institutions away from 
short-term funding mismatches and toward more stable, longer-term funding of assets 
and business activities. 

In particular, the NSFR standard is structured to ensure that long-term assets are 
funded with at least a minimum amount of stable liabilities in relation to their liquid- 
ity risk profiles. It aims to limit over-reliance on short-term wholesale funding dur- 
ing times of buoyant market liquidity and encourage better assessment of liquidity risk 
across all on- and off-balance sheet items. Thus, it promotes longer-term planning of 
bank funding needs and reinforces supervisory efforts to promote structural changes 
in the liquidity risk profiles of institutions forcing them to move away from short-term 
funding mismatches experienced before and during the GFC. In addition, the NSFR 


1e Tidi 5. 

169 Such marketable securities must satisfy the following conditions: (a) they must have been 
assigned a 0 per cent risk-weight under the Basel II Standardised Approach; (b) they must be traded in 
large, deep, and active repo or cash markets characterized by a low level of concentration; (c) they must 
have a proven record as a reliable source of liquidity in the markets (repo or sale) even during stressed 
market conditions; and (d) should not be an obligation of a financial institution or any of its affiliated 
entities (ibid., 8). 

Oe Mosel, 9). 
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Available amount of stable funding 


2 100% 
Required amount of stable funding 


Figure 2.3 Definition of the standard 


approach offsets incentives for institutions to arbitrage by funding their stock of liquid 
assets with short-term funds that mature just outside the 30-day period required by the 
LCR. See Figure 2.3. A 

Under this standard the minimum acceptable amount of stable funding based on 
the liquidity characteristics of an institution’s assets and activities over a one year hori- 
zon should be 100 per cent. In computing the amount of assets that should be backed 
by stable funding, the methodology includes required amounts of stable funding for all 
illiquid assets and securities held, regardless of accounting treatment (e.g. trading versus 
available-for-sale or held-to-maturity designations). Additional stable funding sources are 
also required to support at least a small portion of the potential calls on liquidity arising 
from off-balance sheet (OBS) commitments and contingencies. 

Stable funding is defined as the portion of those types and amounts of equity and liabil- 
ity financing expected to be reliable sources of funds over a one-year time horizon under 
conditions of extended stress.'’* Available stable funding (ASF) is defined as the total 
amount of a bank’s (a) capital, (b) preferred stock with maturity of equal to or greater than 
one year, (c) liabilities with effective maturities of one year or greater, (d) that portion of 
non-maturity deposits and/or term deposits with maturities of less than one year that 
would be expected to stay with the institution for an extended period in an idiosyncratic 
stress event, and (e) the portion of wholesale funding with maturities of less than a year 
that is expected to stay with the institution for an extended period in an idiosyncratic 
stress event. 

Moreover, the objective of the standard is to ensure stable funding on an ongoing, 
viable entity basis, over one year in an extended firm-specific stress scenario where a bank 
encounters, and investors and customers become aware of:'7” 


(a) a significant decline in the profitability of the institution concerned or its finan- 
cial state (solvency) arising from heightened credit risk, market or operational risk, 
and/or other risk exposures; 


(b) downgrading of its debt, counterparty credit, or deposit rating by any nationally 
recognized credit rating organization; and/or 


(c) a material event that calls into question the reputation or credit standing/quality of 
the institution. 


Liquidity monitoring tools 

In addition to the aforementioned standards, BCBS has proposed a number of tools to 
monitor liquidity in the form of metrics which capture specific information related to a 
bank's cash flows, balance sheet structure, available unencumbered collateral, and cer- 
tain market indicators. The main objective of these metrics is to provide supervisors with 
important information required to assess the liquidity risk of a bank. In addition, super- 
visors may use additional tools and metrics to capture elements of liquidity risk specific to 


171 BCBS, International Framework for Liquidity Risk Measurement, 25-6. 
bide, 
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their jurisdictions. The main liquidity metrics suggested by the BCBS as monitoring tools, 
in addition to LCR and NSER, are: 


(a) contractual maturity mismatches: this metric profiles contractual cash and security 
inflows and outflows from all on- and off-balance sheet items, mapped to defined 
time bands based on their respective maturities. It, thus, identifies the gaps between 
the contractual inflows and outflows of liquidity for defined time bands. These 
maturity gaps indicate how much liquidity a bank would potentially need to raise 
in each of these time bands if all outflows occurred at the earliest possible date. 
The metric provides insight regarding the extent of the bank’s reliance on maturity 
transformation under its current contracts; 


(b) concentration of funding:’ * this metric is designed to identify those sources of whole- 
sale funding that are of such significance that its withdrawal could trigger liquidity 
problems. Essentially, the metric encourages the diversification of funding sources 
recommended in the Committees Sound Principles.” 


D. ESSENTIAL PROPERTIES OF REGULATORY CAPITAL 
UNDER BASEL III AND THE CRR 


It has been accurately argued that the key point about capital is that the relevant amount 
depends on where you are in the priority of repayment in the event of insolvency:'’° ‘Any 
part of the capital structure, which has higher priority than you do has no direct value for 
you. Namely, bank creditors derive a benefit only from capital that is repaid after they are, 
or, at a minimum, concurrently with them, sharing their loss. 

The quality of capital is measured against the fulfilment of certain core principles under- 
pinning the legal relationship between a bank and an investor making the capital available 
to a bank. These core principles may be summarized as follows:’”’ 


- full subordination—bank capital must represent the most fully subordinated claim 
(in liquidation of a bank); 

- permanency—bank capital must be permanently available; 

- no impediments to prompt payment—investors cannot delay committed contribu- 
tions of bank capital; 

- loss absorbency—bank capital must have the ability to absorb losses; 

- subordination of distributions—even preferred distributions of dividends and inter- 
est are subordinated to the requirements to uphold the mandated level of regulatory 
capital (capital conservation); 

- non-dilution—the quality of banks’ regulatory capital may not be diluted as a result of 
intragroup support; 

- no acceleration—bank creditors cannot accelerate repayment by the bank of capital 
instruments before the (long term) maturity date. 


173 Thid., 31. There is a transitional period for liquidity ratios as well. The LCR was introduced on 1 January 
2015. The NSER will move to a minimum standard by 1 January 2018. 
UE TBTASS: 


75 BCBS, Principles for Sound Liquidity Risk Management. 
176 Joosen (n. 128) at 338. 177 See also ibid., 335-65. 
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These principles extend to Tier 1 (including AT1) and Tier 2 components. It is accurately 
noted that the difference between CET1, ATI, and Tier 2 capital is the difference in the 
intensity of the application of these principles. Since some of the core principles are either 
applied with certain permissible deviations or variations, or they are not applied at all, Tier 
2 instruments constitute the lower quality capital.'”* We now discuss in more detail the 
most important of these principles. 


(i) Permanence 


CET1 capital holders or any other party that may exertise claims in respect of CET] cap- 
ital should make the funds available without any rights to cancel the commitment towards 
the bank, whether the bank is financially sound or not. CET1 capital must be provided to 
banks for an indefinite term and may not be subject to rights to redeem or cancel at the 
discretion of the shareholder or creditor. 

Permanency as regards AT1 capital means indefinite term availability, namely, requisite 
capital instruments must be ‘perpetual, there is no maturity date and there are no step-ups 
or other incentives to redeem:'’? The permanent availability of AT] capital instruments 
is safeguarded when AT1 capital instruments are issued for an indefinite term, serving 
as perpetual obligations of the bank. This does not mean that capital instruments may 
not be redeemed or repaid at a certain point of time. However, the bank issuing such 
capital instruments may not build into the contractual terms and conditions incentives for 
redemption or repayment. AT! capital instruments may be ‘callable’ only after the expir- 
ation of a term of five years and only if a number of strict conditions are met.**° 


(ii) Subordination 


Unlike equity that is subordinated to all creditors of the bank by application of general law," 
for Tier 2 capital instruments additional qualifications are required. Basel III notes that they 
must be ‘subordinated to depositors and general creditors of the bank’? The EU CRR pro- 
vides a set of criteria for Tier 2 instruments that are distinct to AT] capital instruments. Article 
63 CRR offers two forms of funds that qualify as Tier 2: ‘capital instruments, namely, bonds 
issued through the capital markets, and ‘subordinated loans, which are bilateral or multilateral 
loans. The CRR does not restrict the payments of interest on Tier 2 instruments or compar- 
able distributions, in a similar way as it does for AT1 capital instruments.'** 


(iii) Loss absorbency 


The capacity to absorb losses is to be placed in the context of the rescue operations offered by 
the public sector to distressed banks during the financial crisis. The relevant issue has been 
described by the BCBS as follows: 


During the recent financial crisis a number of distressed banks were rescued by the public sec- 
tor injecting funds in the form of common equity and other forms of Tier 1 capital. This had 


178 Joosen (n. 128), 337-40. 

17? Requirement 4 of the criteria for inclusion in Additional Tier 1 capital, Basel III, para. 55. 

"8° See Art. 52, para. 1(j) CRR and Basel III-Capital, para. 55. The procedure for authorization by the super- 
visory authorities is set forth in Art. 77 CRR. 

181 Though such subordination is reaffirmed by the requirements of the new bail-in and CoCo conversion 
regimes (see Arts. 47-8, 59-60 BRRD). 

*82 Requirement 2 of the criteria for inclusion in Tier 2 capital, Basel III (n. 93), 58. 

183 Joosen plausibly argues that, as a result, such interim payments are not subordinated, giving the bank 
the opportunity to distribute interest and similar payments on Tier 2 capital instruments or loans without too 
many restrictions, provided that the bank would not default by making such payments (Joosen (n. 128), 352-6). 
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the effect of supporting not only depositors but also the investors in regulatory capital instru- 
ments. Consequently, Tier 2 capital instruments (mainly subordinated debt), and in some cases 
non-common Tier | instruments, did not absorb losses incurred by certain large internationally- 
active banks that would have failed had the public sector not provided support. 


The capacity to absorb losses is a mere confirmation that nothing in the legal terms and condi- 
tions of the regulatory capital instruments prevents the holders of these capital instruments 
contributing proportionally to the losses of the bank as and when they occur. The terms and 
conditions may not, consequently, contain conditions callable by the holders of the capital 
instruments which would permit that their share in the contribution to loss absorption is 
delayed until other financing or funding is made available to the bank in order to absorb 
losses. If this effect is not implemented fully in the terms and conditions of the capital instru- 
ment concerned, it will not qualify as regulatory capital at all. 

As regards loss absorption requirements for CET] and AT1 capital instruments Basel 
HI notes: 


It is the issued capital that takes the first and proportionately greatest share of any losses as they 
occur. Within the highest quality capital, each instrument absorbs losses on a going concern 
basis proportionately and pari passu with all the others.’*° 


As regards AT1 instruments, Basel III notes: 


Instruments classified as liabilities for accounting purposes must have principal loss absorp- 
tion through either (i) conversion to common shares at an objective pre-specified trigger point 
or (ii) a write-down mechanism which allocates losses to the instrument at a pre-specified trig- 
ger point. The write-down will have the following effects: a. Reduce the claim of the instrument 
in liquidation; b. Reduce the amount re-paid when a call is exercised; and c. Partially or fully 
reduce coupon/dividend payments on the instrument.'*° 


The requirements imposed on banks as regards the loss absorption of CET] instruments 
rather constitute a confirmation of the rights and obligations generally attached to CET1 cap- 
ital instruments. These would certainly extend to all share capital and claims of shareholders 
on retained earnings. 


E. MACROPRUDENTIAL MEASURES THAT MAY BE ADOPTED 
IN CONNECTION OR INDEPENDENTLY OF THE BASEL III 
FRAMEWORK 


According to BCBS, several of the Basel III capital requirements, which mitigate risks 
arising from firm-level exposures, also help to address systemic risk and interconnected- 
ness.'®’ Other macroprudential measures include, inter alia, dynamic provisioning, and 
Loan to Value and Loan to Income restrictions, which we will briefly discuss. 


184 BCBS, Consultative Document (n. 126). 

185 Basel III (n. 93), 53, criterion 8, p. 14. 186 Thid., 55, criterion 11, p. 17. 

187 These are: (a) capital incentives for banks to use central counterparties for over-the-counter derivatives; 
(b) higher capital requirements for trading and derivative activities, as well as complex securitizations and 
off-balance sheet exposures (e.g. structured investment vehicles); (c) higher capital requirements for inter- 
financial sector exposures; and (d) the introduction of liquidity requirements that penalize excessive reliance 
on short-term, interbank funding to support longer dated assets (see Basel III (n. 96), 7). 
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(i) Dynamic provisioning and dynamic risk management 


This measure requires banks in good times to build up cash buffers against potential future 
losses, and may therefore be compared with the countercyclical buffer of Basel HI. It assumes 
that bank funding costs are dependent on the relative riskiness of the assets that banks must 
fund with cash. In the case of mortgages, banks will increase their interest rates in tandem 
with higher funding costs, which will restrict the availability of credit to some borrowers. 
Of course, the task of refining regulations to counter instability generated by the relation- 
ship between housing markets and the banking sysjem is highly complex. Several—often 
competing—considerations must be balanced, especially governing the trade-off between 
financial stability concerns and the need to keep credit flowing to the real economy.'** The 
impending implementation of International Financial Reporting Standard 9 (IFRS 9), on 
the other hand, will also impact the amount of capital banks have to set aside ex ante for 
credit exposure, since it drastically interacts with the prudential regime. Essentially, IFRS 9 
introduces a forward-looking impairment model, requiring banks to provide for expected 
credit losses (ECLs). Banks will need to be able to make robust estimates of ECLs and deter- 
mine when significant changes in credit risk occur—for example, by assessing external data 
and predicting future conditions. (See EBA, ‘Report on the Results from the Second EBA 
Impact Assessment on IFRS 9°) For example, the EBA explains that in implementing IFRS 
9, EU banks should look, when measuring expected credit losses (probability of default, loss 
given default, and exposure at default) from asset impairments, to the following key ele- 
ments (see pages 25-6): ‘PD: (i) incorporation of macroeconomic scenarios; and, when the 
IRB is used as a starting point; (ii) “point-in-time” estimation for IFRS 9 purposes instead 
of a “through-the-cycle” estimation; (iii) conversion of 1-year PDs to lifetime PDs; or (iv) 
removal of margin of conservatism (i.e. conservatism in the PD estimate); loss given default 
(LGD): (i) incorporation of macroeconomic scenarios; (ii) use of the effective interest rate 
to discount the future estimated cash flows; and, when the IRB is used as a starting point, 
(iii) removal of conservative margins (to produce neutral point-in-time projections rather 
than downturn projections, and to exclude regulatory floors); or (iv) removal of the esti- 
mated indirect costs of realising collateral for IFRS 9 purposes; exposure at default (EAD): 
(i) consideration of the expected prepayment and the drawdown behaviour of obligors; 
and, when the IRB is used as a starting point, (ii) adjustment to the credit conversion factor 
(CCF) model to obtain a lifetime parameter; or (iii) removal of the downturn effect’ 


(ii) LT V/LTI limits 


LTV limits are designed to guard against unexpected shocks to income and interest rates, and 
the underestimation of the likelihood and severity of unusual shocks (so-called tail risks). 
Lower LTV ratios force mortgage borrowers to absorb a greater slice of the losses from a real 
estate value collapse, so that banks’ defaults are much lower than absent the LTV restriction. 
Accordingly, the placing of maximum limits on LTV ratios is designed to increase the resili- 
ence of the banking system, and reduce indirect risks via the potential impact of asset price 
falls on economic stability. 

Other macroprudential restrictions on mortgagees, include maximum loan-to-income 
ratios, which are implemented by financial institutions on the basis of evidence of borrower 
income. Especially in relation to buy-to-let properties, the creditworthiness of the bor- 
rower must not depend on the performance of the mortgaged property in generating rents. 
Naturally, the restrictions placed on high-loan-to-value mortgage origination may act as 


"8 A. K Kashyap, D. Tsomocos, and A. Vardoulakis, ‘Making Macroprudential Regulation Operational’, 18 
July 2014, Vox.eu.org. 
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a brake on speculative housing bubbles where they arise, as banks are forced to conserve 
more capital in cases where a lower buffer of equity is held in the mortgaged property.’®? 


VI. TOTAL LOSS ABSORBING 
CAPACITY (TLAC) STANDARD 


A. DEFINITION AND REACH 


In November 2014, the Financial Stability Board (FSB) proposed international standards 
for total loss absorbing capacity (TLAC) that global systemically important banks (G-SIBs) 
would be required to maintain to facilitate their orderly resolution should they fail.'°° Key 
aspects of the TLAC proposal include the external TLAC requirement, the internal TLAC 
requirement, and disclosure.’ 

Following a quantitative impact study (QIS) and a market survey, the FSB released the 
final TLAC standard at the G20 Summit in November 2015. G-SIBs will be required to 
meet the TLAC requirement alongside the minimum regulatory requirements set out in 
the Basel III framework. Specifically, they will be required to meet a minimum TLAC 
requirement of at least 16 per cent of the resolution group’s risk-weighted assets (TLAC 
RWA minimum) as from 1 January 2019 and at least 18 per cent as from 1 January 2022. 
Minimum TLAC must also be at least 6 per cent of the Basel III leverage ratio denomin- 
ator (TLAC Leverage Ratio Exposure (LRE) minimum) as from 1 January 2019, and at 
least 6.75 per cent as from 1 January 2022.’ 

G-SIBs headquartered in emerging market economies will be required to meet the 16 
per cent RWA and 6 per cent LRE Minimum TLAC requirement no later than 1 January 
2025, and the 18 per cent RWA and 6.75 per cent LRE Minimum TLAC requirement no 
later than 1 January 2028. This conformance period will be accelerated if, in the next five 
years, corporate debt markets in these economies reach 55 per cent of the emerging mar- 
ket economy's GDP. The FSB will monitor implementation of the TLAC standard and will 
undertake a review of the technical implementation by the end of 2019.'** 

TLAC’s focus is on making resolution of G-SIBs credible and thus the new standard 
requires that there must be sufficient flexibility to use loss-absorbing capacity within a G- 
SIB where needed.’”* As the FSB adds, in view of obvious legal problems to do so, a credible 
mechanism must be in place by which losses and recapitalization may be passed with legal 
certainty to the resolution entity or entities; TLAC buffers are assumed to serve this pur- 
pose.’ Thus, appropriate provisions should be made in the term sheet for ‘TLAC eligible 
instruments. In addition, TLAC eligible instruments will present maturity restrictions to 


18° See EBA Report, ‘On the Range of Practices Regarding Macroprudential Policy Measures Communicated 
to the EBA; July 2015. 

190 FSB, ‘Adequacy of Loss-absorbing Capacity of Global Systemically Important Banks in Resolution, 10 
November 2014. The consultation closed in February 2015. The FSB revised the principles and term sheet in light of 
the public consultation and findings from a quantitative impact study and market survey, and submitted a final ver- 
sion to the G20 by the 2015 Summit. The compliance period for the TLAC requirement starts from 1 January 2019. 

191 Thid., 4-8, 13-16. 

192 See FSB Press Release, ‘FSB issues final Total Loss-Absorbing Capacity standard for global systemically 
important banks, 9 November 2015. 

°°" Tbid. 

194 See FSB, ‘Principles on Loss-absorbing and Recapitalisation Capacity of G-SIBs in Resolution—Total 
Loss-absorbing Capacity (TLAC) Term Sheet, 9 November 2015, 7, available at www. financialstabilityboard. 
org/wp-content/uploads/TLAC-Principles-and-Term-Sheet-for-publication-final.pdf. 

°° Thid. 
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ensure that, ‘fa firms financial situation deteriorates, the loss-absorbing capacity available 


in any subsequent resolution is not diminished through a withdrawal of funds. 


2196 


The general principles upon which the TLAC standard is premised are as follows:'°” 


(a) 


(b) 


(c) 


(d) 


(e) 


(f) 


(g) 


There must be sufficient loss-absorbing and recapitalization capacity available in 
resolution to implement an orderly resolution that minimizes any impact on finan- 
cial stability, ensures the continuity of critical functions, and avoids exposing tax- 
payers (i.e. public funds) to loss with a high degree of confidence. 


Regulatory authorities should determine a firm-specific Minimum Total Loss- 
absorbing Capacity (TLAC) requirement for each G-SIB which respects principles 
(c), (d), and (e).’”° 

Each G-SIB should be required to meet a firm-specific Minimum TLAC requirement 
that is at least equal to the common minimum agreed by the FSB. A common min- 
imum is necessary to help achieve a level playing field internationally and to ensure that 
there is market confidence that each G-SIB has a minimum amount of loss-absorbing 
capacity that would be available to absorb losses and recapitalize it in resolution. 


In setting firm-specific Minimum TLAC requirements, authorities should make 
appropriately prudent assumptions about losses incurred prior to resolution, as well 
as losses realized in the prudent valuation necessary to inform resolution actions. 


After the resolution transaction, to ensure continuity of critical functions, the entity 
or group of entities emerging from resolution must meet the conditions for author- 
ization, including any consolidated capital requirements, and be sufficiently well 
capitalized to command market confidence. 


Host authorities must have confidence that there is sufficient loss-absorbing and 
recapitalization capacity available to subsidiaries in their jurisdictions with legal 
certainty at the point of entry into resolution. °’ 


Exposing instruments eligible for Minimum TLAC to loss should be legally 
enforceable, and should not give rise to systemic risk or disruption to the provision 
of critical functions. This, essentially means, that TLAC eligible instruments must 
be subordinated to operational liabilities.”°° 


Instruments that are eligible to meet Minimum TLAC requirements should be 
stable, long-term claims that are not repayable on demand or at short notice. 
Regulatory capital buffers must be usable without entry into resolution. 

A breach or likely breach of Minimum TLAC should be treated as severely as a 


breach or likely breach of minimum capital requirements and addressed swiftly, to 
ensure that sufficient loss-absorbing capacity is available in resolution. 


Investors, creditors, counterparties, customers, and depositors should have clarity 
about the order in which they will absorb losses in resolution. 


19% BSB (n, 194). #97 Thid., 5-8, 

18 As the FSB plausibly notes: ‘In calibrating the individual requirement for specific firms, authorities will 
take into account the recovery and resolution plans of individual G-SIBs, their systemic footprint, business 
model, risk profile and organisational structure’ (ibid., 5). 

1 According to the FSB the purpose of this Principle is to avoid subsidiarization and ring-fencing of 
foreign subsidiaries by the host authorities. The FSB has accepted that subsidiarization entails adverse con- 
sequences, including global fragmentation of the financial system, and disorderly resolutions of failed cross- 
border firms (ibid., 6). 

209 ‘Tbid., 6-7. 
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(1) Authorities should place appropriate prudential restrictions on G-SIBs’ and other 
internationally active banks’ holdings of instruments issued by G-SIBs that are eli- 
gible to meet the Minimum TLAC requirement.?*! 


(i) TLAC requirements 
External TLAC requirement 


This is a minimum requirement, as the authorities can set TLAC at higher levels, and is 
the consolidated amount of loss absorbing capacity required of each G-SIB, which the FSB 
proposes to be measured as follows:?” 


(a) Minimum TLAC must be at least 16 per cent of the resolution group’s RWAs 
(TLAC RWA Minimum) as from 1 January 2019 and at least 18 per cent as from 1 
January 2022. Applicable regulatory capital (Basel III) buffers must be met in add- 
ition to the TLAC RWA Minimum. 


(b) Minimum TLAC must be at least 6 per cent of the Basel III leverage ratio denomin- 
ator (TLAC LRE Minimum’) as trom 1 January 2019. As from 1 January 2022, the 
TLAC LRE Minimum must be at least 6.75 per cent of the Basel III leverage ratio 
denominator. 


It is clearly stated in the external TLAC criteria that the FSB’s figure may include Basel III 
Tier | and Tier 2 capital, provided that certain conditions have been met,” but it does not 
include the Basel II buffers and, of course, the G-SIB surcharge. 

Regulatory capital instruments used under the Basel III framework could be applied 
towards the external TLAC requirement, but overall debt instruments would need to 
stand at 33 per cent of external TLAC at a minimum. The view of the FSB is that TLAC 
debt provides a reserve of liabilities that can be converted into new common equity capital 
to recapitalize the failed G-SIB. 


Internal TLAC requirement 


This is in order to facilitate cross-border resolution of G-SIBs and refers to the loss-absorb- 
ing capacity required to be ‘pre-positioned’ at each material foreign subsidiary of an entity 
in resolution, the purpose of which is to assure the confidence and cooperation of host 
countries during the resolution process.7** 


Public disclosure 


This is to maximize credibility and strengthen market discipline. The proposal requires 
the public disclosure of the amount, maturity, and pre-positioning of TLAC liabilities.*”° 


(ii) Instruments eligible for external TLAC 


TLAC ‘eligible’ liabilities are all liabilities stated as such in the term sheet. As already men- 
tioned, instruments satisfying capital buffer requirements, including the capital conser- 
vation buffer, countercyclical buffer, and the G-SIB surcharge, would not count towards 


201 The most important safeguard in this context is to strongly disincentivize internationally active banks 
from holding TLAC issued by G-SIBs (ibid., 8). 
22 Thid., 10. 


=a” Ibid I1 
204 Tbid., 17-20. The FSB conducted widespread consultation from December 2016 to mid-2017 and issued 


revised principles on internal TLAC in June 2017 (see FSB, ‘Guiding Principles on the Internal Total Loss- 
Absorbing Capacity of G-SIBs (“Internal TLAC”): Overview of Responses to the Public Consultation, 25 July 
2017). 

205 FSB (n. 194), 21. 
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meeting the external TLAC requirement. The FSB requires TLAC ‘eligible liabilities’ to 
have the following characteristics:”°° 


(a) be paid in; 
(b) be unsecured; 


(c) not be subject to set off or netting rights that would undermine their loss absorbing 
capacity in resolution; 


(d) have a minimum remaining contractual maturity of at least one year or be perpet- 
ual (no maturity date); 


(e) not be redeemable by the holder (i.e. not contain an exercisable put) prior to 
maturity; 


(f) not be funded directly or indirectly by the resolution entity or a related party of the 
resolution entity, except where the relevant home and host authorities agree that 
it is consistent with the resolution strategy to allow TLAC-eligible instruments or 
liabilities issued to a parent of a resolution entity to count towards external TLAC 
of the resolution entity. 


Credible ex ante commitments to recapitalize a G-SIB in resolution from the authorities 
may also count towards minimum external TLAC.*®’ 

To eliminate the possibility of a legal challenge, eligible instruments would need to 
be subject to the law of the issuing entity’s jurisdiction of incorporation or, if subject to 
another law, include legally enforceable contractual provisions recognizing the application 
of the resolution tools of the issuing entity’s jurisdiction of incorporation, unless there is 
an equivalent binding statutory provision for cross-border resolution.” 

Eligible instruments cannot include the following liabilities (‘excluded liabilities’): 


e insured deposits; liabilities callable on demand without supervisory approval; liabili- 
ties funded directly by the issuer or a related party of the issuer (except where the 
CMG agrees that liabilities issued to a resolution entity's parent may be counted); 
liabilities arising from derivatives or debt instruments with derivative-linked features 
(e.g. structured notes); 


e liabilities arising other than through a contract (e.g. tax liabilities); 


e liabilities that are preferred to normal senior unsecured obligations under the applic- 
able insolvency regime; 


e any other liabilities that, under the law governing the issuing entity, cannot be written 
down or converted into equity by the applicable resolution authority. 


(iii) TLAC triggers and initiation of resolution 


Regulators are expected to treat a G-SIB that falls below the TLAC requirement in the 
same way as a firm that breaches its regulatory capital requirements.”’° The standard 
explains that the setting of Minimum TLAC requirements should not interfere with Basel 
minimum capital requirements. If a firm exhausts its regulatory capital buffers and has 
breached or is likely to breach its minimum TLAC requirement, authorities should require 
the firm to take prompt action to address the breach or likely breach. At the same time 
authorities must ensure that they intervene and place a firm into resolution sufficiently 


206 ESB (n. 194), para. 9, 14-15. 
7 Ibid. para. 7, 13: Bue leyieh is 20 Tbid., para. 10, 15. 71° Tbid., 6. 
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early if it is deemed to be failing or likely to fail and there is no reasonable prospect of 
recovery.” 

Arguably, the relationship between the TLAC trigger and initiation of resolution is 
vague. A literal reading of the FSB standard (Principle (x)) would mean that breach of 
TLAC minimum requirements and inability to restore an institutions capital buffers to 
this level would be sufficient to force the G-SIB into resolution, even when Basel III mini- 
mum requirements have not been breached. This would, indeed, be very controversial 
unless G-SIB regulators in future ignore the Basel thresholds in favour of the higher TLAC 
ones. But such an approach would go, first, against the innate conservatism of bank regu- 
lators (regulatory forbearance), and, secondly it may lead to far too many (and probably 
premature) G-SIB resolutions. To avoid either outcome it is reasonable to expect that there 
will be gradations of TLAC adequacy and only substantial and sustained breach of the 
lower boundary would trigger the resolution process.” 


(iv) Critique 

Arguably, TLAC contains capital innovations that move it away from the Basel principles, 
since it targets both bank viability and recovery (as Basel III does) and the feasibility of 
cross-border resolution of mega-banks. The TLAC standard presents a number of advan- 
tages over current bail-in regimes, which seem poised to be de facto replaced by TLAC 
requirements in the case of G-SIBs, although that is still a moot point. For instance, while 
the TLAC standard maintains the relative priorities between common equity and debt, 
it requires TLAC-eligible debt to be subordinated to liabilities that serve as short-term 
funding or operational liabilities. This would help prevent disruption of critical functions 
or giving rise to a material risk of a successful legal challenge, something that may be inev- 
itable with bail-in of general liabilities under the BRRD.”** 

On the other hand, doubts abide in other contexts. Essentially, under the FSB standard, 
‘eligible instruments’ constitute an intermediate category between common equity capital 
and operating liabilities to absorb losses while having a more limited impact on funding 
and operations.’”* This classification reflects the ‘capital refill approach and is designed 
to provide assurance that there will be a sufficient buffer of loss absorbing equity and 
debt to permit recapitalization after regulatory capital has absorbed losses prior to insolv- 
ency, namely, that there is sufficient TLAC to restore the bank to health in the course of 
resolution. 

In the case of holding company structures the process of capital refill through TLAC 
will prove much less disruptive, setting aside the reputation risk of triggering TLAC, than 
in the case of self-standing bank subsidiaries. Still, while holding TLAC at the top of the 
group makes the refill process unproblematic as there is not disruption for operating sub- 
sidiaries, it can still increase the overall operating costs of the group and thus the cost of 
borrowing. 

Moreover, while the FSB standard does not count the additional Basel III capital buf- 
fers as part of TLAC holdings, Basel III buffers would still serve to absorb losses. Namely, 
the TLAC approach presumes that regulatory capital would be wiped out before the bank 
enters into resolution. In addition, under most contemporary early intervention regimes 
regulators are entitled to intervene early before capital is entirely depleted, or when the 
company loses access to market-based funding and becomes illiquid, as for example, 


=n lbid. 7. 

212 See Cleary Gottlieb, Alert Memo, ‘Financial Stability Board Proposes TLAC Requirements for G-SIBs, 
7 January 2015, 8. 
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under Title III (and Recital 40) of the BRRD. But this means that clearly G-SIBs must be 
allowed to utilize Basel III buffers before entering resolution and the interplay of the buf- 
fers with TLAC thresholds is rather vague to say the least. 

The FSB has hailed TLAC as the end of the TBTF institution era but this assessment 
may be over-optimistic until a TLAC triggered cross-border resolution has taken place. 
Nonetheless, the FSB standard is taking measures to prevent contagion in the event of 
triggering TLAC in a single institution. The most important safeguard in this context is 
prohibiting active banks from holding TLAC issued by G-SIBs, which is, in principle, a 
plausible approach to contain contagion. However, this raises the obvious question, who 
will be the buyers of TLAC instruments? One has to assume that it will be mutual funds, 
insurance companies, and perhaps pension funds. Setting aside the fact that conduct 
supervisors will probably ban pension funds from acquiring TLAC instruments, the other 
question relates to how risks are transmitted in the global marketplace? The 2016 turbu- 
lence in bond markets, where the dominant players are mutual funds and similar in nature 
institutional investors and not banks,” following the post-2008 restrictions placed on 
banks, bonds trading showed that interconnectedness of risk in global markets can turn 
into TBTF even institutions that are far removed from the business of fractional reserve 
banking. Finally, it is unclear how TLAC’s debt component will resolve the governance 
questions surrounding G-SIBs (discussed in Section I.B). Boosting equity buffers and not 
accumulating more debt tends to be the best way to augment bank governance standards 
and financial stability. 


715 S. Grene, ‘Bond Market Blues Sneak up on Asset Managers, FT, 22 November 2015. 
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PRUDENTIAL REGULATION II: 
STRUCTURAL REFORM, 
DEPOSIT INSURANCE, AND 
CORPORATE GOVERNANCE 


I. REGULATION OF BANK STRUCTURE: THE 
HARD PATH TO A SAFER BANKING SYSTEM? 


A. INTRODUCTORY REMARKS 
In general, the rationale for bank structural reform has been fourfold: 


(a) to battle the too-big-to-fail phenomenon by, first, limiting the size of big multi- 
functional banks (which had to shed trading book assets and curb leverage) and, 
secondly, by limiting interconnectedness; 


(b) to eliminate risk transmission between the savings/commercial banking sector (so- 
called ‘utility banking’) and the more volatile investment banking (trading) sector 
with exposures to speculative capital markets (so-called ‘casino banking’) and pro- 
tect depositors from the risk of losses arising from ‘casino banking’ operations; 


(c) to curb the size of investment banking operations by removing any funding subsi- 
dies they enjoyed by being able to use deposits to fund speculative activities or by 
means of the so-called ‘too-big-to-fail’ subsidy, discussed in Chapter 1; and 


(d) to enable the orderly resolution of smaller and less diverse banks (post-reform).* 


Most of the structural reform initiatives that have been undertaken since 2008 were mostly 
concerned to reverse the effects of the repeal of the Glass-Steagall Act in the late 1990s and 
of the EU legislation that promoted universal banking, discussed in Chapter 1. The merits 
of structural reform under the criteria for achieving economies of scale and scope and 
increased competition as well as curbing the too-big-to-fail subsidy have been extensively 
discussed elsewhere.’ This section will just focus on the financial stability concerns and 
the mechanics of contemporary structural reform legislation in the USA, the UK, and the 
EU, and the actual legal framework underpinning these reforms. 

Universal banking was a popular form of bank organization in continental Europe 
well before the advent of EU Banking directives and raised relatively few concerns. 


1 See FSB, ‘Structural Banking Reforms—Cross-border Consistencies and Global Financial Stability 
Implications, Report to G20 Leaders for the November 2014 Summit, 27 October 2014, 2-3. 

2 For a critical review see E. Avgouleas, ‘Large Systemic Banks and Fractional Reserve Banking, Intractable 
Dilemmas in Search of Effective Solutions’ in R. Buckley, E. Avgouleas, and D. Arner (eds.), Reconceptualizing 
Global Finance and Its Regulation (New York, Cambridge University Press, 2016), 659-92. 
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Conglomeration, however, became the predominant form of bank business organisation 
only after EU law and the US Gramm-Leach-Bliley Act? demolished any remaining bar- 
riers between commercial and investment banking. So this shift in regulatory and public 
opinion attitudes against the multifunctional bank may not just be attributed to increased 
frequency of bailouts and concerns about the stability of big multifunctional banks, an 
issue discussed in Chapter 1. Moral outrage has also played a role, since the majority of 
losses accumulated by most US and Furopgan banks were accumulated within main- 
stream bank lending to real estate markets (e.g. US subprime loans, Irish and Spanish 
banks lending to real estate markets), which turned into a loss-making situation when a 
series of property bubbles burst on both sides of the Atlantic,* rather than trading book 
bets. The large number of repossessions that followed non-performing mortgages created 
important housing problems giving rise to moral outrage in the USA and elsewhere. 

Moral outrage was subsequently fuelled by two concurrent developments. First, a minor- 
ity of big multifunctional banks seemed to have accumulated tremendous losses due to 
careless engagement with speculative markets, especially purchases of structured credit 
products that later turned loss-making (toxic).’ The second development was the discovery 
of widespread abuse of public trust by big banks in a number of morally repulsive incidents, 
which were economically detrimental, per se, only occasionally. They ranged from the 
manipulation of LIBOR and foreign exchange trading markets,° to product mis-selling and 
even alleged money laundering, which made them seem impossible to both regulate and 
manage. In response to these problems, structural banking reforms introduced a separation 
between, on the one hand, certain banking activities such as deposit-taking, retail lending, 
and payments, and, on the other, risky investment banking and capital market activities. 

Requisite reforms have mostly taken the form of either functional separation between 
different types of financial activities, or geographical separation via subsidiarization 
requirements of significant domestic operations of foreign banks. In the case of functional 
separation, reforms have either taken the route of outright prohibitions of certain activi- 
ties, as is the case with so-called Volcker Rule, or ‘ring-fencing’ requirements for certain 
activities’ to be conducted by separately capitalized entities within a common holding 
company structure, as is the case with the UK model. 


B. STRUCTURAL REFORM IN THE UNITED STATES 


There are three key structural banking reforms in place or being implemented in the US: 
the Volcker Rule; the Swaps Push-Out Rule; and the Foreign Banking Organisations Rule. 
It should be noted here that the Volcker Rule is already the subject of plans drawn up by 


the Trump administration to relax the ban on proprietary trading rather than repealing 
the entire provision." 


* Financial Services Modernization Act of 1999 Pub. L. 106-2, 113 Stat. 1338, enacted 12 November 1999. 

* J. FitzGerald, ‘Blowing Bubbles—and Bursting Them: The Case of Ireland and Spain, Euroframe confer- 
ence paper, June 2009; S. Dellepiane, N. Hardiman, and J. Las Heras, ‘Building on Easy Money: The Political 
Economy of Housing Bubbles in Ireland and Spain, UCD, Geary Institute, WP2013/18, October 2013. 

5 See, indicatively, T. Braithwaite and A. Ross, ‘Deutsche Bank strikes $1.9bn deal on US bad mortgages, 
FT.com, 20 December 2013; HM Treasury, ‘RBS and the Case for a Bad Bank: The Government's Review, 
November 2013, 25-8. 

* See, indicatively, ‘RBS fined £28m for price fixing with Barclays, Banking Times, 20 January 2011. 

” Ring-fencing is a legal and regulatory technique to separate a firm’s safer assets from its riskier ones. 
Essentially it is used to protect the healthy part of a firm from the threat of bankruptcy and bankruptcy pro- 
ceedings. For a good account see S. L. Schwarcz, ‘Ring-Fencing’ (2013) 87 Southern California Law Review 
69-110. 


* See P. Schroeder and L. Lambert, ‘U.S. Treasury unveils financial reforms, critics attack, Reuters Busines 
News, 13 June 2017. 
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(i) The Volcker Rule: targeting bank size and speculative banking activities 


Section 619 of the Dodd-Frank Act added a new Section 13 to the Bank Holding Company 
Act of 1956 (BHC Act). Its main objective was to check the growth of big banks and curb 
licensed (commercial) banks involvement with the riskiest forms of banking, as proprietary 
trading and trading in derivatives were often perceived to be, and such banks’ ability to 
assume exposures in the shadow banking sector. This is achieved through, first, restrictions 
on proprietary trading and conflicts of interest, widely referred to as the ‘Volcker Rule, due 
to the fact that this reform started as a proposal by former Federal Reserve Chairman Paul 
Volcker, which was endorsed by President Obama. Essentially, Volcker proposed a return to 
the principles of the Glass-Steagall Act, but not a restoration of the Act itself. The rationale 
behind Volcker’s proposal was that commercial banks’ risk-taking activities had to be curbed 
to prevent them from taking advantage of government guarantees by engaging in highly 
speculative investment activities. Following consultation and discussion about the ambit of 
the exemptions for the prohibitions of Section 619 (also known as the Merkley-Levin provi- 
sions on proprietary trading and conflicts of interest) that lasted nearly three years, the US 
authorities issued a final rule implementing the requisite provisions of the Act.” 

Section 619 bans commercial banks (‘banking entities’*°) from engaging in proprietary 
trading—that is, trading and speculating for the bank’s own account—and limits their 
investment in hedge funds or equity funds. Non-bank financial companies, which engage 
predominantly in financial activities and have been designated as ‘systemically important’, 
are not covered by the ban."* Also related to the Volcker Rule is a limitation of further 
consolidation of the US financial sector through acquisitions.'” This constitutes a marked 
policy reversal from the policies of deregulation of the late 1990s that led to the formation 
of mega-banks and a massive consolidation of the US financial services industry. 

More specifically, under Section 622(b) ‘a financial company may not merge or consoli- 
date with, acquire all or substantially all of the assets of, or otherwise acquire control of, 
another company, if the total consolidated liabilities of the acquiring financial company 
upon consummation of the transaction would exceed 10 percent of the aggregate consoli- 
dated liabilities of all financial companies at the end of the calendar year preceding the 
transaction. Section 622(c) exempts from this limitation acquisition of banks in default or 
in danger of default, any assistance provided by the Federal Deposit Insurance Corporation 
(FDIC) under Section 13(c) of the Federal Deposit Insurance Act (12 USC 1823(c)); 


° The Federal Reserve Board, the Office of the Comptroller of the Currency, the Federal Deposit Insurance 
Corporation (FDIC), the Commodity Futures Trading Commission, and the Securities and Exchange 
Commission issued final rules implementing Section 13 of the BHC Act on 10 December 2013 (FRB, 
‘Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships With, Hedge 
Funds and Private Equity Funds, 79 Fed. Reg. 5536 (31 Jan. 2014)). 

10 The term ‘banking entities’ includes insured depository institutions, any company that controls an 
insured depository institution or that is treated as a BHC under the BHC Act and any subsidiary or affiliate of 
those entities. Thus, the prohibition extends to FDIC-insured commercial banks, thrifts, and industrial loan 
companies, companies that control those depository institutions, non-US banks (and any parent company) 
that have a US branch, agency, commercial lending company, or insured depository institution subsidiary and 
subsidiaries of those entities (see Section 13 of the Bank Holding Company Act (‘the Volcker Rule’)). 

11 See new Section 13(a)(2) of the Banking Holding Company Act. 

12 President Obama described the rationale behind the rule that limits the size of financial institutions: 
‘[A]s part of our efforts to protect against future crises, I’m also proposing that we prevent the further consoli- 
dation of our financial system ... The American people will not be served by a financial system that comprises 
just a few massive firms. That’s not good for consumers; it’s not good for the economy. And through this policy, 
that is an outcome we will avoid’ (remarks by President Barack Obama, ‘Additional Reforms to the Financial 
System; 21 January 2010, available at http://blogs.wsj.com/deals/2010/01/21/ full-text-of-obamas-remarks-on- 


financial-reform/). 
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or an acquisition that would result only in a de minimis increase in the liabilities of the 
financial company. 


Ban on proprietary trading 

The Volcker Rule ban on proprietary trading by banking entities'* defines as ‘proprietary 
trading’ the act of ‘engaging as a principal for the trading account’ of a banking entity in 
any transaction to buy or sell, or otherwise acquire or dispose of, any ‘covered instrument. 
The ban extended to trading in any security, derivative, or future, or option on any of the 
foregoing, or any other security or financial instrument designated by the federal banking 
agencies, the Securities and Exchange Commission (SEC), and the Commodity Futures 
‘Trading Commission (CFTC), which are defined as ‘covered instruments.'* The ban does 
not apply to commodities such as precious or base metals, or energy or agricultural prod- 
ucts, nor does it apply to foreign exchange or loans. The ‘trading account’ is defined as any 
account used for acquiring or taking positions in covered instruments ‘principally for the 
purpose of selling in the near term or otherwise with the intent to resell in order to profit 
from short-term price movements, and any such other accounts as regulators may deter- 
mine.! Covered instruments held for investment, as opposed to trading, are not covered 
by the ban. 

The concept of proprietary trading is so vague as to remain dependent on regula- 
tory interpretation.’ Moreover, the Act contains a number of exemptions from the ban, 
which may lead to the ban being bypassed, although most of them are quite plausible. 
The introduction of the proprietary trading ban raised serious concerns regarding the 
availability of finance to the US government and State entities, the ability of financial 
firms to manage and hedge their risks, a firm's ability to provide underwriting services 
in order not to distort capital formation, and a firm’s ability to offer lucrative trading 
and intermediation services to their customers. These concerns made some of the Act's 
exemptions inevitable, although they do tend to dilute the reach and impact of requisite 
prohibitions. 


Limited sponsoring or investing in private equity and hedge funds 

Activities covered by the Rule include ‘investing’ and ‘sponsoring’ a ‘covered fund’. A bank- 
ing entity ‘invests’ in a covered fund if it acquires or retains any equity, partnership, or 
other ownership interest in a hedge fund or a private equity fund.” A banking entity 
‘sponsors a covered fund by: (a) serving as a general partner, managing member, or 
trustee of the fund; (b) selecting or controlling (or having employees, officers, or directors, 
or agents who constitute) a majority of the directors, trustees, or management of the fund; 


'* As ‘banking entity’ is defined as any insured depository institution, any company that controls an insured 
depository institution or is treated as a bank holding company for purposes of Section 8 of the International 
Banking Act of 1978, and any affiliate or subsidiary of any such entity, certain institutions that function solely 
in a trust or fiduciary capacity and accept deposits on a limited basis are expressly exempted from the defin- 
ition (see new Section 13(h)(1) of the BHC Act. 

14 New Section 13(h)(4) of the BHC Act. 

15 New Section 13(h)(6) of the BHC Act. 

' D, Skeel, “The New Financial Deal: Understanding the Dodd-Frank Act and Its (Unintended) 
Consequences, Research Paper No 10-21, Institute for Law and Economics, University of Pennsylvania, 
October 2010, 11, available at http://ssrn.com/abstract=1690979. 

'” Under new Section 13(h)(2) of the Bank Holding Company Act, a ‘hedge fund’ or ‘private equity fund’ 
is (i) any issuer that would be an investment company but for the exemptions provided by Section 3(c)(1) or 
3(c)(7) of the Investment Company Act of 1940, and (ii) any similar fund as the applicable regulators may 
determine. Section 3(c)(1) of the Investment Company Act of 1940 is available to funds owned by 100 or fewer 
investors. Section 3(c)(7) is available to funds owned solely by ‘qualified purchasers’ 
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or (c) sharing with the fund for corporate, marketing, promotional, or other purposes, the 
same name or a variation of the same name.”® 


(ii) Swaps push-out 


A very critical reform of the Dodd—Frank Act (Title VII, Section 716) is the prohibition 
of ‘Federal Assistance’ (including Federal Reserve discount window access and Federal 
Deposit Insurance Corporation (FDIC) deposit insurance)!® to entities that are registered 
with the Commodity Futures Trading Commission (CFTC) as swap dealers or major swap 
participants, or with the Securities Exchange Commission (SEC) as security-based swap 
dealers or major security-based swap participants.”° The effect of this provision is to limit 
the types of swaps activity in which a recipient of US government assistance (e.g. a US 
insured depository institution or a US branch or agency of a foreign bank) can engage. US 
insured depository institutions and US branches and agencies of foreign banks are per- 
mitted to engage in certain swap activities, including using swaps for purposes of hedging 
and other similar risk mitigating activities. Also to act as a dealer for interest rate, foreign 
exchange, and certain other swaps. US subsidiaries of foreign banks are treated the same 
as other US subsidiaries for the purposes of the provision.” 

In practice, since an insured bank is not permitted to decline federal deposit insurance, this 
meant that, unless otherwise exempt, banks were required to ‘push out all derivatives activi- 
ties to non-bank affiliates, which enjoyed no access to federal assistance and thus they are not 
covered by the prohibition, for as long as they were part of a bank holding company or savings 
and loan holding company and Sections 23A and 23B of the Federal Reserve Act are com- 
plied with.” Following a last minute compromise an exemption has been added which allows 
FDIC-insured depository institutions to retain certain activities relating to transactions in 
derivatives, mitigating the impact of the push out.” Section 716(f) provided that the appro- 
priate Federal banking agency could permit a transition period and US authorities eventually 
decided that an effective implementation period for Section 716 was until July 2013. 


(iii) Enhanced prudential standards for foreign banking organizations 


Foreign banking organizations (FBOs) with US non-branch assets of $50 billion or more 
will be required to hold their US subsidiaries through a US intermediate holding company 
(IHC), which is subject to capital, capital planning, liquidity, and stress—testing require- 
ments similar to those applicable to US bank holding companies (BHCs). FBOs with 
combined US assets (including US branches) of $50 billion or more will be subject to 
liquidity and risk management requirements in the United States.** The rationale behind 


18 New Section 13(h)(5) of the Bank Holding Company Act of 1956. 

19 Under Section 716(b), ‘Federal assistance’ means the ‘use’ of most kinds of advances from any Federal 
Reserve credit facility or discount window, or FDIC insurance or guarantee. 

20 A ‘swaps entity’ is defined to include any swap dealer, security-based swap dealer, major swap partici- 
pant, or major security-based swap participant. It excludes insured depository institutions that are major swap 
participants but not swap dealers, as well as depository institutions and covered financial companies that are 
in a conservatorship, receivership, or a bridge bank operated by the FDIC. 

202 FSB, ‘Structural Banking Reforms—Cross-border consistencies and global financial stability implica- 
tions’ Report to G20 Leaders for the November 2014 Summit, 27 October 2014. 

21 Section 716(c) of the Act. 22 Section 716(d) of the Dodd—Frank Act. 

23 ‘The final rule applies the statutory provisions to insured depository institutions; companies that control 
an insured depository institution; and foreign banks with a branch, agency, or subsidiary bank in the United 
States, as well as to affiliates of these entities, such as broker-dealers and commodity pool operators (Federal 
Reserve System, 12 CFR Part 252 [Regulation YY; Docket No. 1438] RIN 7100- AD-86: Enhanced Prudential 
Standards for Bank Holding Companies and Foreign Banking Organizations). 
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these requirements was to strengthen the regulation and supervision of large FBOs with a 
US presence in order to:”* 


e address risks to US financial stability; and 


e promote a more level playing field for domestic and foreign banking firms that oper- 
ate within the US. 


The rule does not impose a requirement fhat all US activity be conducted through US 
incorporated subsidiaries—foreign banks may still operate branches and agencies in the 
US. Nor do the reforms set a specific limit on the amount a foreign bank’s US branches 
or subsidiaries can lend to their parent or other non-US affiliates. The US authorities also 
considered that their reforms facilitated cross-border resolution of foreign banking organ- 
izations. In particular, in the case of a single-point-of-entry approach, having a US IHC 
would facilitate resolution by providing one top-tier US holding company to interface 
with the foreign bank parent, while under a multiple-point-of-entry approach the IHC 
would serve as a focal point of a separate resolution of the US operations of an FBO. US 
authorities also consider the FBO rule will promote global competitive equality by moving 
the US towards parity between the types of requirement that apply to subsidiaries of US 
firms that operate in foreign markets and subsidiaries of foreign banks that operate in the 
United States. 


C. STRUCTURAL REFORM IN THE UK: RING-FENCING 
UNDER THE UK BANKING (REFORM) ACT 2013 


(i) Introductory remarks 


High street and business lending in the UK has traditionally been dominated by a few 
very large banks and will continue being so in the foreseeable future, unless FinTech firms 
manage to mount a convincing and successful alternative in the next few years. In 2008 the 
retail and commercial lending parts of UK banks came under tremendous pressure. The 
most immediate threats came from imprudent commercial real estate loans, but also from 
risks located in the trading book. Eventually, the UK government bailed out banks with 
a combined balance sheet of more than two times the UK GDP, which was around $2.7 
trillion at the end of 2008. On 16 June 2010, following the formation of a coalition gov- 
ernment between the Conservative and the Liberal parties, the UK’s Chancellor set up an 
Independent Commission on Banking chaired by John Vickers. The Vickers’ Committee’s 
mandate was to consider structural and related non-structural reforms to the UK bank- 
ing sector including a possible separation of retail and investment banking and/or placing 
limits on proprietary trading and investing, as well as measures to promote competition 
and reduce market concentration. At the same time, it was considered a matter of para- 
mount importance to focus on how to make the utility part of the banking group and 
provision of essential banking services ‘immune’ to institutional or systemic turbulence 
and the too-big-to-fail bank by making banks more easily resolvable. The suggestions of 
the Committee's Report were published in August 2011. The Vickers Committee was from 
the outset focused on different variations of narrow banking and levels of bank competi- 
tion in the UK, where there was no tradition of legal separation of investment banks and 


commercial banks, although in practice they were separated until the advent of new EU 
laws in the early 1990s. 


* Federal Reserve System, 12 CFR Part 252 (n. 23). 
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The crux of the Vickers’ Committee proposals was that banks would be required to ring- 
fence certain riskier operations from their consumer businesses by setting up separately 
capitalized commercial bank subsidiaries, which will have liquidity pools or credit lines 
separate to those maintained for the business of the entire group in order to safeguard the 
continuous operation of that part of the bank should the investment banking arm fail.” 
ICB's reasoning for the retail ring-fence was as follows:”° 


(a) ring-fencing would make it easier to distinguish between ring-fenced banks and 
non-ring-fenced banks in times of difficulty, without the provision of public solv- 
ency support; 


(b) it would insulate vital household banking services from problems elsewhere in the 
financial system; 


(c) it would curtail government guarantees, making it less likely that excessive risks 
would be taken in the first place. Only ring-fenced banks would be allowed to pro- 
vide mandated services such as taking deposits and providing overdrafts to indi- 
viduals and small to medium-sized organizations. Ring-fenced banks will provide 
services that are integral to the provision of payment services to customers.” They 
will not be able to engage in trading or other investment banking activity, provide 
services to financial companies, or any services to customers outside the EEA. They 
are permitted, within these constraints, to take deposits from larger companies and 
provide non-financial larger companies with intermediation services such as sim- 
ple loans.”* 


Ring-fenced banks ought to be separate legal entities, and if they were part of a wider 
corporate group, that group ought to ensure that the bank could be separated and con- 
tinue its operations regardless of the fate of the rest of the group. Relationships between 
ring-fenced banks and other entities in a wider corporate group should be conducted on a 
third-party and arm’-length basis.” The Report viewed common management or sharing 
of resources as much more detrimental than common ownership.” 

The UK government issued a White Paper in June 2012 on how it would implement 
the proposals in the Vickers Report. The paper differed from the initial proposals only in 
respect of a de minimis exemption from ring-fencing for smaller banks,*! the imposition of 
lower capital requirements than those demanded by Vickers,” and permission for banks 
to sell derivatives to their retail clients.** Banks will have to comply by 2019.** 

In December 2012 the newly established Parliamentary Commission on Banking 
Standards (PCBS) published its first report, focusing on structural separation proposals. 
The PCBS stated that the ring-fencing risked being eroded over time unless additional 
steps were taken to ‘electrify’ the ring-fence.** In order to do this, banks should be given 
disincentives to test the limits of the ring-fence.*® 


25 See The Vickers Commission (UK Independent Commission on Banking), ‘Interim Report, Consultation 
and Reform Options, 11 April 2011, available at http://s3-eu-west-1.amazonaws.com/htcdn/Interim-Report- 


110411.pdf. 
Emid 233. 7 Ibid. 28 Ibid., 29. 2 Ibid.; 236: 
30 M. Andenas and I. Chiu, ‘Financial Stability and Legal Integration in Financial Regulation’ (2013) 38(3) 


European Law Review 335, 353. 
31 HM Treasury, Banking Reform: Delivering Stability and Supporting a Stable Economy (White Paper, Cm 


8356, June 2012), 31. 


ebde: 29 Mortals, 22 “ Tbid., 11. 
35 Parliamentary Committee on Banking Standards, ‘First Report’ (HL Paper 98, HC 848, 19 December 
2012), 47. 
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(ii) Ring-fencing under the Financial Services (Banking Reform) Act 2013 


The Vickers Report recommendations as refined by further Treasury consultation were 
introduced before Parliament with the Financial Services (Banking Reform) Bill 2013 
(UK) (‘the Banking Reform Bill’ or ‘the Bil!) on 4 February 2013 and entered the statutory 
book on 18 December 2013 as the Financial Services (Banking Reform) Act 2013, insert- 
ing a Part 9B to the Financial Services and Markets Act (FSMA) 2000 (UK). The Act sepa- 
rates banking activities on which househdlds and small and medium-sized enterprises 
depend (‘core activities’) from riskier wholesale or investment activities. The presence of 
a ‘core activity’ will trigger the ring-fencing provision. The Act applies not only to banks, 
but also to any entity providing the identified core services, with the exemption of build- 
ing societies. 

Banking activities under the Banking (Reform) Act 2013 are divided into activities fall- 
ing within the ring-fence—‘core (permitted) activities —chiefly taking deposits and any 
other activity the Treasury designates as permitted activity and activities that fall outside 
of the fence—‘excluded (prohibited) activities” —chiefly proprietary trading. Accordingly, 
only ring-fenced banks or building societies can provide ‘core services, which comprise 
the taking of deposits from, and the provision of overdrafts to, individuals and small and 
medium-sized organizations.” 

The chief prohibition is that ring-fenced banks may not engage in activities that increase 
their exposure to global financial markets or are not integral to the provision of core cus- 
tomer services. More specifically, ring-fenced banks cannot assume exposures to a non- 
ring-fenced financial institution, engage in activities that would result in a trading book 
asset or a requirement to hold regulatory capital against market risk, or dealing in deriva- 
tives or secondary capital markets. 

There are also organization requirements and specific capital rules for the ring-fenced 
bank to limit the influence of the parent bank in the decision-making of the ring-fenced 
bank. Thus, the ring-fenced bank should be a separate legal entity from the group and the 
balance sheet of the ring-fenced banks should contain only assets and liabilities arising 
from these services and activities.” All dealings between the group and ring-fenced entity 
take place on an arm's length basis.*° As a result, the wider corporate group is required to 
put in place arrangements to ensure that the ring-fenced bank has continuous access to all 
of the operations, staff, data, and services required to continue its activities, irrespective of 
the financial health of the rest of the group. Finally, the ring-fenced bank should either be 
a direct member of all the payments systems that it uses or should use another ring-fenced 
bank as an agent. From 1 January 2019, banks with core deposits greater than £25 billion 
(broadly those from individuals and small businesses) will be required to ring-fence their 
core activities.*! 

The UK ‘ring-fencing’ approach has come under considerable criticism for a number 
of reasons. First, the definition of ‘core services’ is quite narrow and it leaves many key 
banking services outside of the fence. So ring-fencing may not necessarily make the entire 
banking sector safe, since the riskiest part of banking business is wholesale lending that 


37 New ss. 142A, 142B, and 142D of FSMA 2000. °° New s. 142C of FSMA 2000. 

°° New s. 142H of FSMA 2000. + Thid. 

* On the deposit threshold, which, if not exceeded, an exemption from the ring-fencing obligation may be 
obtained, see Part 3 of the Financial Services and Markets Act 2000 (Ring-fenced Bodies and Core Activities) 
Order 2014. To prepare for the implementation of the ring-fencing regime, the Prudential Regulation 
Authority (PRA) is consulting on three areas of ring-fencing policy: the legal structure of banking groups, gov- 
ernance, and continuity of services and facilities (see News Release—Bank of England announces proposals to 
strengthen the financial system through structural reform, December 2014). 
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is largely sitting outside of the fence. Secondly, as it does not constitute a full separation 
on the basis of the Volcker model, it cannot be said that the ring-fenced subsidiary will 
be made entirely immune to reputation spill-overs and the possibility of an ensuing run if 
another part of the group fails! Thirdly, ring-fencing could possibly cause problems when 
it comes to wholesale lending costs, since UK banks may not use deposits to fund such 
lending. Fourthly, it is unclear whether big foreign banks will continue having an interest 
in the UK’s market, as the retail part of the group will be no more than a portfolio invest- 
ment and one fraught with reputation risk. Finally, it is a very complex and expensive 
separation model to implement and the costs involved in the process have attracted con- 
siderable criticism.*” 


D. THE EU APPROACH 


(i) Introductory remarks 


EU discussions to agree a common line on how to cut the umbilical cord between com- 
mercial banking and market activities within the European banking sector, which is trad- 
itionally dominated by large universal banks, have not been a long one. It started with 
the so-called Liikanen Report, which was then followed by a Commission Proposal 
Regulation that presented a diluted form of the Liikanen Report recommendations.** The 
fact that Europe, and especially continental Europe is over-banked and banks are the main 
source of funding to EU economies** has meant that such funding, especially lending to 
small and medium-sized enterprises must remain unhindered. Thus, structural reform 
plans only target the biggest banks and financial groups, which are also the source of the 
biggest financial stability threats. The EU proposal regulation aims at strengthening finan- 
cial stability by protecting the deposit-taking business of the largest and most complex 
EU banks from potentially risky trading activities. The latest development at the front of 
bank structural reform in the EU is the adoption of the draft regulation by the council of 
Ministers.*° According to the EU council, the draft regulation is intended to reduce exces- 
sive risk-taking and prevent rapid balance sheet growth as a result of trading activities. 
The EU Commission's proposal is a combination of a Volcker type ban on proprietary 
trading*® and ring-fencing, through a potential separation of certain trading activities 
(including market-making), from the deposit-taking entity, depending on supervisory 
judgement and/or certain metrics being breached. To accommodate existing national 
regimes, the combined commission proposal and Council text provides two options for 
addressing excessive risk stemming from trading activities: this could be done either 
through national legislation requiring core retail activities to be ring-fenced, or through 
measures imposed by competent authorities. Separation would require that the deposit- 
taking entity (the ‘core credit institution)“ and other entities be fully distinct in legal, 


42 EU Commission, ‘Proposal for a Regulation of the European Parliament and of the Council on struc- 
tural measures improving the resilience of EU credit institutions, COM/2014/043 final—2014/0020 (COD), 
29.01.2014 (hereinafter EU Proposal Regulation on Structural Measures). 

4 Report of the high-level group’ chaired by the governor of the Bank of Finland, Erkki Liikanen (‘the 
Liikanen Report’), October 2012. 

44 See ESRB, ‘Is Europe Overbanked?; Report of the Advisory Scientific Committee, No. 4/June 2014, avail- 
able at www.esrb.europa.eu/pub/pdf/asc/Reports_ASC_4_1406.pdf. 

45 Restructuring risky banks: Council agrees its negotiating stance, 19 June 2015, Press release 474/15 
Economy and Finance. 

46 Arts. 2(a) and 6(1) EU Proposal Regulation on Structural Measures. 

47 Defined as ‘a credit institution that takes retail deposits eligible under the deposit guarantee scheme in 
accordance with Directive 2014/49/EU’ (ibid., Art. 5(16)). 
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economic, governance, and operational terms.’* Trading entities would be prohibited 
from taking retail deposits eligible for deposit insurance.” 


(ii) Scope of the proposal regulation 


The regulation will only apply to EU banks that are identified as global systemically 
important banks (G-SIBs) for the purposes of CRD IV. This process is not expressly 
linked to the G-SIB criteria of the international Financial Stability Board (FSB), although 
in practice it would be politically difficult for Member States not to follow FSB decisions 
on this, although the European Banking Authority (EBA) has used broader criteria in 
compiling its list of the largest EU banks.*' The regulation will also apply to EU banks/ 
groups that for three consecutive years have both:”” 


ə total assets of at least €30 billion; and 


e trading activities (assets and liabilities) which amount to at least €70 billion or 10 per cent 
of its total assets. 


These banks would be allocated into two tiers, depending on whether the sum of their 
trading activities during the last three years exceeds €100 billion or not. Stricter reporting 
requirements, a more thorough risk assessment, and different supervisory actions would 
apply to banks exceeding the threshold.” The regulation would not apply to institutions 
with total eligible deposits (under Directive 2014/49/EU on deposit guarantee schemes) 
of less than 3 per cent of their total assets, or total eligible retail deposits of less than €35 
billion.** 

Where an EU group (or sub-group) of which an EU bank forms part meets the relevant 
thresholds, the regulation would generally apply to all subsidiaries and branches wherever 
located.°* However, non-EU subsidiaries can be removed from the application of the regu- 
lation where, broadly, a failure of the subsidiary would have no adverse effect on the finan- 
cial stability of the EU or it is subject to a legal framework deemed by the Commission 
to be equivalent to the regulation.°® Namely, the proposal provides for the possibility of 
recognizing other jurisdictions’ regimes as equivalent to that of the EU, in order to allow 
for a reduction in duplicative regulation where appropriate. 


(iii) Segregation 


The basic tenet of the draft regulation is that banks taking deposits protected under 
Directive 2014/49/EU on deposit guarantee schemes (DGSs) (broadly retail and SME 
deposits), defined as ‘core banks, should only engage in trading activities if the national 
regulator does not consider that those activities should be performed in a separate trading 
entity within the group. Trading activities are defined to include any activity that results 
in positions in financial instruments held on a trading book in accordance with point 86 
of Article 4(1) of Regulation (EU) No 575/2013.°” Consequently, trading activity qualifies 


48 Respectively, Art. 2(a) and (b) of EU Proposal Regulation on Structural Measures. 
4 Ibid., Art. 20. 5° Tbid., Art. 3(2)(a). 


*" See ‘EBA publishes key information on the systemic importance of the 37 largest banks in the EU; 28 
July 2015. 


52 Art, 3(2)(b) of EU Proposal Regulation on Structural Measures. 
53 Ibid., Art. 4(1)(a) and (b). °* Ibid., Art. 4(1)(d) and (e). 55 Ibid., Art. 3(1). 
°° Ibid., Art. 4—‘negative scope’ and Art. 27 for the criteria against which equivalence will be assessed. See 


for analysis, Freshfields, ‘Structural Reform of EU Banks: The European Commission's Liikanen Proposals, 
February 2014. 
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as anything other than taking retail and SME deposits, lending, financial leasing, payment 
services, money-broking, custody of securities and other assets, credit reference services, 
and issuing electronic money. 

Two types of trading activity are specifically permitted to be carried out by a core bank 
even if it has to separate its other trading activities: prudent management of own risk 
and provision of risk management services to customers.** Prudent management of risk 
includes use of interest rate derivatives, foreign exchange derivatives, and credit deriva- 
tives eligible for central counterparty clearing to hedge the bank’s overall balance sheet.°” 
The Commission has power to extend this list. 

The bank has to show that its use of these instruments reduces or significantly miti- 
gates specific identifiable risks. Again, these activities are protected only if the customers 
to whom they are sold fall within the following categories: non-financial clients, under- 
takings for collective investment in transferable securities, closed-ended and unleveraged 
funds, insurers, and pension funds. In addition, the sole purpose of the sale must be to 
hedge interest rate, foreign exchange, credit, commodity, or emissions’ allowance risk. A 
further condition is that the total amount of this business must be limited so that the core 
bank's position risk capital requirement arising from it does not exceed a certain propor- 
tion of its total risk capital requirement, as specified by the Commission. 

The basic principle of the separation model is that separated trading activities may be 
carried out within a group only by a separate legal entity (a ‘trading entity’) that is legally, 
economically, and operationally separate from the core bank.®' This requirement means 
that the EU group must be split into two sub-groups under the EU parent, only one of 
which contains core banks. This and a series of other requirements, discussed later, reflect 
closely the UK ring-fencing regime. Thus, a core bank may not generally hold capital or 
voting instruments in a trading entity. 

The core bank and trading entity must each issue their own debt on an individual or 
sub-consolidated basis (provided this is consistent with the relevant resolution plan). This 
separation in debt issuance could translate into a significant burden for the impacted enti- 
ties (particularly if they also need to meet EU rules on having sufficient bail-inable debt 
liabilities). 

The EU parent must ensure that the core bank can continue to carry on its activities if 
the trading entity becomes insolvent. Contracts between the core bank and the trading 
entity must be as favourable to the core bank as to third-party contracts. The boards of 
directors of the core bank and trading entity must be independent of each other. A major- 
ity of the members of each board must consist of persons who are not members of the 
other. No member of the board of either entity may perform an executive function in both 
entities, other than the risk management officer of the parent. The names of the core bank 
and trading entity must be such that the public can easily identify which is a core bank and 
which is a trading entity. 

Capital and liquidity requirements will generally apply to the two separate sub-groups 
on a sub-consolidated basis. In addition there are special rules on large exposures. In par- 
ticular, the core bank may not incur an exposure exceeding 25 per cent of its capital to the 
trading entity sub-group (considered as a single client or group of connected clients). As 


58 Tbid., Art. 5a(3){a). 

5° Permitted provision of risk management services to customers includes the sale of interest rate deriva- 
tives, foreign exchange derivatives, credit derivatives, emissions allowance derivatives, and commodity deriva- 
tives eligible for central counterparty clearing and emission allowances. The Commission has power to extend 
this list (see ibid., Art. 6(2)). 

6° Ibid., Art. 6a and b. $1 Ibid., Arts. 5a and 20. 6&2 Ibid., Arts. 5a and 13. 
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regards extra-group exposures, the core bank may not incur an exposure exceeding 25 per 
cent of its capital to any one financial entity, or large exposures exceeding 200 per cent of 
its capital to financial entities generally. 

National supervisors are required to review the trading activities of banking groups that 
include a core bank. There is a special focus on (i) market-making, (ii) investing in and 
acting as sponsor for risky securitizatiops, and (iii) trading in derivatives (other than for 
specified prudent management of own risk, or provision of risk management services to 
customers).®? These assessments are to be made on the basis of metrics that are outlined 
in the regulation and will be specified in detail in technical standards to be drawn up by 
the EBA and adopted by the Commission. The Commission will then separately specify 
for each of these metrics the limits at which the level of trading activity is deemed indi- 
vidually significant, and the conditions (e.g. the number of metrics exceeding the relevant 
limit) that will trigger a separation decision by the supervisor.’ Supervisors must conduct 
assessments at least annually. 

Where the assessment shows that the relevant limits and conditions are met, and the 
supervisor considers that there is a threat to the financial stability of the bank or the EU 
financial system, the supervisor must require specified trading activities to be separated. 
The supervisor may do this even if the relevant limits and conditions are not met.®* The 
bank has to be given an opportunity to make representations to the supervisor before it 
reaches a final conclusion. The supervisor must give reasons for, and publicly disclose, any 
decision to require or not to require separation of trading activities. It must review these 
decisions every five years. A bank that has been required to separate trading activities must 
present a separation plan to its supervisor within six months of the supervisor's decision 
to require separation, for the supervisor's approval. The supervisor may require changes to 
be made. Ultimately, the supervisor can impose its own separation plan if the bank fails to 
do so.°° 

The fact that the separation review and obligations thereafter will not apply to banks that 
are subject to national legislation that is deemed by the Commission to achieve the object- 
ives of the Regulation (once implemented) offers proof of the Commission's unwillingness 
to upset legal arrangements in Member States where separation legislation has already 
been enacted. The decision on whether national legislation is equivalent is to be made 
by the Commission, on the basis of defined systemic and institution-specific criteria.” 
The ‘grandfathering’ of Member State existing separation regimes fully extends to UK 
ring-fencing legislation, which in future might facilitate UK ring-fenced banks access to 
the Common Market on the basis of equivalence.®* The latter offers to third-country banks 
(and other financial institutions) limited rights of access to the EU single market and more 
favourable treatment of branches normally subject to an EU Commission assessment of 
whether the standards of regulation and supervision in a bank’s home market are ‘equiva- 
lent’ to those of the EU. Equivalence, however, is no substitute for the EU passport. 


Recs. 16, 22, 23, and Arts. 3b and 5(15) of EU Proposal Regulation on Structural Measures. 

st Ibid., Arts. 6, 6a, 6b, and 8 et seq. 

3 Ibid., Arts. 6b, 8, and 10. ** Ibid., Arts. 26c et seq. and Art. 28. 

67 Ibid., Recs. 8-11, 49, and Arts. 5a(2) and (3). 

** EU Single Market access for third-country institutions on the basis of ‘equivalence’ provisions is a major 
part of the UK government's thinking in securing the continuous cross-border operation of UK-based institutions 
(see BBA Brexit Quick Brief 04, ‘What is “equivalence” and How Does It Work?, December 2016). For a com- 
plete analysis of the issues involved with Brexit and access of British institutions to the EU Single Market under 
different scenarios see C. Gortsos, ‘Potential Concepts for the Future EU-UK Relationship in Financial Services, 
a study for the ECON Committee of the European Parliament, IP/A/ECON/2016-20 PE 595.335, January 2017, 
available at www.europarl.europa.eu/RegData/etudes/STUD/2016/595335/ IPOL_STU(2016)595335_EN. pdf. 
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(iv) Ban on proprietary trading 


Unlike the segregation obligation the prohibition of proprietary trading is unqualified and 
not subject to risk assessment. Thus, once enacted, the regulation will prohibit banks (and 
other entities in the same EU group or sub-group) from engaging in proprietary trading in 
financial instruments and commodities, as well as certain related activities.” Proprietary 
trading is deliberately defined in a narrow sense and it means taking positions for own 
account in any type of transaction to acquire or dispose of any financial instrument or 
commodities for the sole purpose of making a profit for the bank.’° 

This definition excludes any trades with a connection to actual or anticipated client 
activities and hedging the bank's risk arising from actual or anticipated client activity. It also 
excludes market-making, which is one of the key areas of bank exposure to capital market 
risk. In addition, the diluted prohibition only extends to activities carried out by bank desks, 
units, divisions, or individual traders, which are specifically dedicated to such position-taking 
and profit-making. This would, first, seem to exclude position-taking by the firm where it is 
incidental to its other activities. Secondly, the ‘specifically dedicated’ test would leave banks 
with significant scope for manoeuvre, as it seems to allow them freedom to structure their 
internal divisions or desks in a way that takes them outside the scope of the prohibition.” 

Moreover, mirroring, in a sense, the Volcker Rule exemptions, entities that will not 
be allowed to engage in proprietary trading will nevertheless be able to trade for their 
own account in particular asset classes including EU government securities (although the 
Commission has power to extend this exemption to non-EU government securities that 
carry a 0 per cent risk weight for capital adequacy purposes such as US Treasuries), cer- 
tain unleveraged funds, and to short maturity cash-equivalent assets for cash management 
processes (subject to certain conditions). 


II. REGULATING BANK INVOLVEMENT 
IN DERIVATIVES MARKETS 


A. INTRODUCTORY REMARKS 


The GFC underscored how opacity in global derivatives markets and ensuing intercon- 
nectedness are potent sources of systemic risks. Thus, derivatives regulation is today a 
clear part of macroprudential regulation to the extent that centralized clearing and settle- 
ment and increased transparency battle opacity and interconnectedness and limit systemic 
risk. It is also part of microprudential regulation to the extent that increased transpar- 
ency, clearing and settlement requirements, and above all capital charges for OTC deriva- 
tives trading, limit the possibility of counterparty failure and thus its direct and indirect 
(through cross-default provisions) impact on the solvency of bank institutions, which 
remain directly or indirectly exposed in derivatives markets in spite of recent reforms. 
Following two decades of light-touch regulation, or no regulation at all, derivatives 
markets have now come under a formal regulatory framework with strict trade reporting 
and clearing and settlement obligations. In the United States the regime is mainly based 
on the requisite provisions of the Dodd-Frank Act”? and in the EU in the corresponding 


6° Art. 6 et seq of EU Proposal Regulation on Structural Measures. 7 Ibid., Art. 5(4). 

71 Freshfields (n. 56), 3. 

72 Rec. 20, Art. 6(2) and (3) of EU Proposal Regulation on Structural Measures. 

73 Title VII Dodd-Frank Act; the list of final rules enacted by the SEC and draft rules to be enacted can be 


found at www.sec.gov/spotlight/dodd-frank/derivatives.shtml. 
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provisions of the European Market Infrastructure Regulation (EMIR),’* CRD IV, 
Market in Financial Instruments Directive 2013 (MiFID II), and the Market in Financial 
Instruments Regulation (MiFIR).’° Most of reform legislation follows the recommenda- 
tions of G20 leaders’ summits and work in its working groups.’° Therefore, in most of the 
key jurisdictions—e.g. the US and EU—the post-2008 approach to derivatives regulation 
shows a certain degree of similarity, and key characteristics may be summarized as follows: 


(a) outright prohibition of financial products such as the EU ban on uncovered 
(‘naked’) short sales and certain sovereign CDS trading;” 


(b) centralization of derivatives trading and clearing and mandatory margin require- 
ments for over-the-counter (OTC) trading; 


(c) the aforementioned restrictions on bank involvement in derivatives trading, securi- 
tizations, and shadow banking activity; 


(d) mandatory originator/sponsor investment participation (retention)? in securiti- 
zations”? and comprehensive capital charges for such participations (to also capture 
risk of off-balance sheet assets) under Basel III and legislation based on it,*° to 
realign incentives in the securitization process and redress the flaws of the ‘origi- 
nate-to-distribute’ model; 


(e) new regimes for the governance of financial innovation under a clear regulatory 
mandate; 


(f) new powers given to financial consumer supervisors to ban innovative financial 
products and services if deemed to harm investor welfare and/or financial stabil- 
ity®’ and establishment of financial consumer authorities, either as independent 
entities like the US Consumer Financial Protection Bureau** established under the 
Dodd-Frank Act (Title X) or as part of a financial regulator's wider remit (e.g. in 
the UK this a role that is now entrusted to the Financial Conduct Authority (FCA)). 


74 The Regulation (EU) No 648/2012 of the European Parliament and of the Council of 4 July 2012 on OTC 
derivatives, central counterparties (CCPs), and trade repositories (TRs) (EMIR) entered into force on 16 August 
2012. The enactment of the Regulation was followed by the publication of Commission Delegated Regulations 
(EU) No 148/2013 to 153/2013 of 19 December 2012 supplementing EMIR, which were published in the Official 
Journal on 23 February 2013 and entered into force on 15 March 2013, and of EMIR implementing technical 
standards elaborated by ESMA, which were published in the official journal dated 21 December 2012. 

73 Regulation (EU) No 600/2014 [2014] OJ L173/84. 

76 e.g. G20, ‘Leaders’ Statement: The Pittsburgh Summit, 24-25 September 2009. 

” Arts. 12 and 13 of Regulation (EU) No 236/2012 on short selling and certain aspects of Credit Default 
Swaps ([2012] OJ L86/1). 

78 For a discussion of the rationale of risk retention in securitizations see Rec. 57 of the EU Capital 
Requirements Regulation 2013. 

7? Under Art. 405 (Retained Interest of the Issuer) of the EU Capital Requirements Regulation 2013, the 
issues must retain material economic interest in the issue that may not be less than 5 per cent and may be 
measured as 5 per cent of the nominal value of each of the tranches sold or transferred to the investors. 

*° See Art. 82 (securitization risk) CRD IV. The Directive goes as far as to include securitization exposures 
for the calculation of institution-specific countercyclical buffer rates (Art. 140(4)(c)). 

ël e.g, Arts. 39-43 MiFIR. 

°? Title X of the Dodd-Frank Act, known as the Consumer Financial Protection Act of 2010, established 
the Consumer Financial Protection Bureau (CFPB or Bureau) as an independent agency within the Board of 
Governors of the Federal Reserve System. The CFPB regulates the offering and provision of consumer finan- 
cial products and services under federal consumer financial laws. In this context, the CFPB ensures that the 
federal consumer financial laws are enforced consistently so that consumers may access markets for financial 


products, and so that these markets are fair, transparent, and competitive (see 12 USC § 5511 (Dodd—Fran 
Act § 1021)). i 
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B. CENTRALIZATION OF DERIVATIVES TRADING 
AND CLEARING, AND MARGIN REQUIREMENTS 
FOR OTC TRADING 


(i) Introductory remarks 


To mitigate one of the most important risks attached to trading and settling of transactions 
in innovative financial products (counterparty risk) and remedy a distinct lack of trans- 
parency and counterparty exposures in OTC derivatives markets, together MiFIR and 
EMIR introduce central counterparties and trade repositories for OTC derivatives trad- 
ing. Critically, OTC derivatives trading in the EU (mirroring corresponding provisions in 
the US Dodd-Frank Act) moves towards centralization and standardization. Thus, Article 
28 of MiFIR provides that certain types of transaction in derivatives between financial 
counterparties and/or non-financial counterparties, which are not intra-group transac- 
tions, are to be conducted on regulated markets, multilateral trading facilities, organized 
trading facilities, or third-country trading venues. In the latter case, the Commission must 
have adopted a decision that the third country provides an equivalent reciprocal recogni- 
tion of trading venues authorized under MiFID II to admit to trading or trade, derivatives 
declared subject to a trading obligation in that third country. 

Under Article 2 of EMIR, OTC derivatives are derivative contracts that are not traded 
on regulated markets. For such OTC contracts, the EMIR provides an obligation to clear 
the trade (‘clearing obligation’) with an established central counterparty (CCP) (Articles 
4 and 5), which, in turn, will result in a net position sharply reducing counterparty expo- 
sures. The characteristics of OTC derivatives that will be subjected to the ‘clearing obliga- 
tion’ are, essentially, a regulatory standardization process. Thus, they are being developed 
by the European Securities and Markets Authority (ESMA) on the basis of whether on the 
characteristics of the product and volume of transactions CCPs can handle their clearing. 
For transactions in OTC derivatives that are not subject to a ‘clearing obligation, EMIR 
mandates ‘risk mitigation techniques, including accurate transaction reporting, portfolio 
reconciliation, market-to-market valuations and corresponding collateral and margin 
variation, and identification of dispute resolution mechanisms right from the conclusion 
of the transaction (Article 11). Again, these requirements target mitigation of counter- 
party risk and legal risks as well as lack of transparency in bilateral derivatives transactions. 


(ii) The special requirements of EMIR and EU banks 


As explained above, EMIR addresses the risk of OTC trading by imposing new require- 
ments as regards product standardization, clearing of transactions through central 
counterparties in order to reduce the risk in the financial system, and reporting of OTC 
derivative contracts to trade repositories. EMIR’s reporting obligation applies in respect of 
all derivatives (i.e. OTC and exchange-traded) whilst the clearing and risk mitigation obli- 
gations only apply in respect of OTC derivatives. The definition of ‘derivative’ (contracts/ 
instruments) is not set out in full in EMIR, which cross-refers to a subset of financial 
instruments listed in MiFID,** which is now supplanted by MiFID II.** Broadly speak- 
ing, the term ‘derivative’ (contract/instrument) encompasses any option, future, swap, 
forward, and other derivative contract relating to securities, currencies, interest rates, 
financial indices, commodities, financial contract for differences, and credit default swap. 


83 The Markets in Financial Instruments Directive (Directive 2004/39/EC), points (4)-(10) of Section C 


of Annex I. 
84 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in 


financial instruments and amending Directive 2002/92/EC and Directive 2011/61/EU OJ 2014 L 173/349. 
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Spot FX transactions in which even ring-fenced and segregated banks will be involved 
post-reform fall outside the definition of ‘derivative’ (contract/instrument) and as such 
lie outside the EMIR product scope. For certain classes of non-standardized OTC deriv- 
atives EMIR imposes a clearing obligation that applies to both financial counterparties 
(FCs) and, subject to specific conditions, non-financial counterparties (NFCs). The term 
Financial Counterparties (FC) comprise banks, investment managers, insurance com- 
panies, and brokers. Non-Financial Counterparties (NFC) are all entities that are not 
Financial Counterparties.*° 

Counterparties shall clear all OTC derivative contracts pertaining to a class of OTC 
derivatives that has been declared subject to the clearing obligation through a Central 
Counterparty. ESMA may assess the application of the clearing obligation for OTC deriva- 
tives using the following set of criteria: 


(a) the degree of standardization of the contractual terms and operational processes of 
the relevant class of OTC derivatives; 


(b) the volume and liquidity of the relevant class of OTC derivatives; 


(c) the availability of fair, reliable, and generally accepted pricing information in the 
relevant class of OTC derivatives. 


To comply with the clearing obligation, the banks acting as counterparties in derivatives 
transactions should either be themselves a clearing member of the CCP or they must be 
the direct client of a clearing member of the CCP or a client of a client who is a clearing 
member, thus putting in place indirect clearing arrangements. Intra-group transactions 
are exempted. Thus, banks that have one or more subsidiaries acting as clearing counter- 
parties will not need to hold margin capital for transactions with other members of the 
group.”° 

Banks are also required to report daily to the competent authority all trades (OTC 
cleared, OTC not cleared, and exchange traded) in order to identify potential pockets 
of systemic risk, unless the CCP is authorized to report this information. Trade reposi- 
tories will receive extensive information about trades as well as information about trade 
modifications and terminations. EMIR covers market participants in the EEA (European 
Economic Area) and market participants outside of the EEA trading with an EEA coun- 
terparty. Asa result, upgrading banks and other institutions infrastructure and technology 
has been one the largest regulatory projects ever undertaken in Europe.*’ 

As already said, for OTC derivatives that are not centrally cleared, other mitigation 
techniques must be employed such as holding margin. To mitigate counterparty credit 
risk, market participants that are subject to the clearing obligation should have risk- 
management procedures that require the timely, accurate, and appropriately segregated 
exchange of collateral. More specifically, banks must ensure, ‘exercising due diligence, that 
appropriate procedures and arrangements are in place to measure, monitor and mitigate 
operational risk and counterparty credit risk, including at least:** 


*5 See Art. 2(9) EMIR for the definition of NFCs and Art. 2(8) for the definition of financial counterparties. 

*° For an analytical discussion of how the clearing and reporting obligations may be fulfilled by FCs 
like banks and non-FCs see Linklaters, ‘Guide to the European Market Infrastructure Regulation (EMIR); 
November 2013. 

87 See Deloitte, ‘European Market Infrastructure Regulation (EMIR), March 2013, available at www. 
deloitte.com/assets/Dcom-Luxembourg/Local% 20Assets/Documents/Slidedecks/2013/lu_en_emirimpact- 
business_22032013.pdf. 

88 Art. 11(1), Rec. 21 EMIR. 
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(a) the timely confirmation, where available, by electronic means, of the terms of the 
relevant OTC derivative contract; 


(b) formalized processes which are robust, resilient and auditable in order to reconcile 
portfolios, to manage the associated risk and to identify disputes between parties 
early and resolve them, and to monitor the value of outstanding contracts’ 


They must also mark-to-market on a daily basis the value of outstanding contracts and 
where market conditions prevent marking-to-market, they ought to use reliable and pru- 
dent marking-to-model. Finally, they must follow for such ‘non-cleared’ transactions risk- 
management procedures that require the timely, accurate, and appropriately segregated 
exchange of collateral.’ 


C. NEW PRODUCT INTERVENTION AND GOVERNANCE 
REGIMES FOR FINANCIAL PRODUCTS 


Article 40(1) of MiFIR provides that: ESMA may where it is satisfied on reasonable 
grounds that the conditions in paragraphs 2 and 3 are fulfilled, temporarily prohibit or 
restrict in the Union: the marketing, distribution or sale of certain financial instruments 
or financial instruments with certain features; or a type of financial activity or practice’ 
Article 41 of the Regulation extends these powers to the European Banking Authority in 
respect of structured deposits. ESMA shall only take such a radical decision when said 
financial instruments pose a threat to investor protection or to the orderly functioning 
and integrity of financial markets or to the stability of the whole or part of the financial 
system in the EU and regulatory requirements under EU legislation that are applicable 
to the relevant financial instrument or activity do not address the threat (Article 40(2)). 
Under Article 40(3), in making a prohibition or restriction decision, ESMA shall take into 
account the extent to which the action: ‘(a) does not have a detrimental effect on the effi- 
ciency of financial markets or on investors that is disproportionate to the benefits of the 
action; and (b) does not create a risk of regulatory arbitrage. Under Article 42 of MiFIR, 
national competent authorities may take similar action subject to requisite conditions. 
MiFID II imposes strict suitability requirements for complex investment products 
(Articles 24, 25) and grants ESMA the power to provide guidelines for the selling of financial 
products. It also gives similar powers to the European Banking Authority (EBA) as regards 
structured deposits, which have been included in the ambit of MiFID II. It requires firms 
that ‘manufacture’ financial instruments for sale to clients to maintain a product-approval 
process. Firms must identify the target market for each product and ensure that all relevant 
risks to that target market are assessed and that the intended distribution strategy is consist- 
ent with the identified target market. The target market and performance of products should 
be subject to periodic review. Firms, which offer or recommend financial instruments but 
do not manufacture them, must ensure that they understand the features of those products, 
including the identified target market. Product manufacturers must ensure products meet 
the needs of their identified target market and must take reasonable steps to ensure that the 
products are being distributed to that target market.” The discussion on the new product 
governance regimes and attendant obligations of financial institutions that act either as prod- 
uct manufacturers and/or distributors of financial products are discussed more extensively 
in Chapters 4 and 5, where the new conduct regimes governing bank business are discussed. 


89 Thid., Art. 11(1) and (2). 
9° Art, 24(2) MiFID II. See also E. Avgouleas, ‘Regulating Financial Innovation’ in N. Moloney, E. Ferran, 
and J. Payne (eds.) The Oxford Handbook of Financial Regulation (OUP, 2015), Ch. 22. 
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III. DEPOSIT INSURANCE 


A. OVERVIEW 


Essentially, deposit insurance serves two key purposes: financial stability and consumer 
protection. First, it is used as a means to avert a bank run in the way that was described by 
Diamond and Dubvig.”! If depositors know that their money is safe by virtue of deposit 
insurance, they will have little reason to withdraw it from banks. Namely, deposit insur- 
ance can foster depositor confidence in the banking system by signalling to savers that 
their deposits up to a certain level are safe regardless of the state of the bank with which 
they placed their deposits. Depositor confidence is fragile and any lack of sufficient infor- 
mation or lack of a continuous stream of information about a bank’s solvency can break 
it. Requisite information barriers may be due to confidentiality and systemic stability 
rationales or due to the complex nature of such information. Thus, it is more difficult for 
potential and existing depositors to assess the financial condition of banks than it is for 
purchasers of consumer goods. This is also the historical reason for adoption of deposit 
insurance schemes,” at first in the United States, where a string of bank runs and attend- 
ant bank failures in the early 1930s were followed by the establishment of the Federal 
Deposit Insurance Corporation (FDIC).”* 

Secondly, deposit insurance differs from other prudential measures in the sense that it 
has a distinct consumer protection characteristic, since in this case what is directly pro- 
tected is not merely the financial system or the institution itself but also, and most import- 
antly, the actual saver. 

As a financial stability measure, deposit insurance acts as a supplement to other forms 
of prudential regulation. The majority of prudential measures also target the mainten- 
ance of confidence in the financial system in the absence of such information, but deposit 
insurance, as it is directly customer facing, often acts as an immediate panic break for 
uninformed or misinformed depositors. 

Deposit insurance normally acts independently of bank closures and the claim may be 
triggered just because the bank is bailed-in or restructured. Arguably, the effectiveness of 
insurance schemes in reducing systemic risk is increased if the scheme has a limit large 
enough to cover most retail deposits; is robust and well-funded; also offers a mechanism 
of speedy repayment; and, finally, keeps the public well informed about its existence and 
scope. 

On the other hand, deposit insurance schemes could undermine market discipline.”* 
Like any other insurance scheme, they create ‘moral hazard,” freeing economic agents 
from the consequences of their actions, in this context, choice of a financially sound bank. 
Bank depositors may, therefore, contribute to moral hazard if deposit insurance means 
that they no longer feel obliged to assess the credit risk associated with depositing money 


°’! D. W. Diamond and P. H. Dymbig, ‘Bank Runs, Deposit Insurance, and Liquidity’ (1983) 91 Journal of 
Political Economy 401-19. 
° R. MacDonald, ‘Deposit Insurance, Handbooks in Central Banking no. 9, issued by the Centre for 


Central Banking Studies, Bank of England, August 1996, available at www.bankofengland.co.uk/education/ 
Documents/ccbs/handbooks/pdf/ccbshb09.pdf. 


*° For the history of the FDIC see www.fdic.gov. 
"t See C. W. Calomiris and J. R. Mason, ‘Contagion and Bank Failures During the Great Depression: The 
June 1932 Chicago Banking Panic’ (1997) 87 American Economic Review 863-83. 
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with a particular bank. In such a situation, depositors may choose banks without refer- 
ence to their relative financial condition. This means that they will probably choose banks 
solely in accordance with the attractiveness of the interest rates they offer. Consequently, 
the normal impact of market forces in promoting prudent economic behaviour is reduced 
and unsound banks may attract additional deposits. The desire to avoid such eventualities 
is the main reason why certain national schemes do not provide 100 per cent compensa- 
tion for any depositor, and thus leave even the smallest depositor to carry part of the risk. 

Senior executives, directors, and influential shareholders of banks may also contribute to 
moral hazard as a result of deposit insurance, particularly when the compensation provided 
to depositors is generous. The knowledge that depositors will not suffer in the event of bank 
failure may induce the people who control banks to follow more risky business strategies than 
they otherwise would. The extent of such risk-taking is, however, limited by the fact that man- 
agement should be aware that there is a strong chance that they may lose their jobs if the bank 
gets into difficulties. Moreover, the threat of such behaviour can be counteracted by banking 
supervisors staying continuously apprised of bank business strategy and being ready to inter- 
vene whenever it appears that excessive risks are being assumed.”° 

In addition, given the low level of insurance oftered by the UK scheme pre-2008, deposit 
insurance moral hazard cannot by itself explain why UK depositors flocked to lenders like 
the Icelandic banks or Northern Rock, which subsequently fell victim to massive depos- 
itors’ runs. Depositor cognitive limitations coupled with a preference for higher interest 
rate yields offers a more plausible explanation. 

The configuration of deposit insurance arrangements varies. In the United States the 
insurer of commercial deposits, the FDIC, is also the main resolution authority. Yet the 
FDIC does not act as a source of resolution funds, since under Title II of the Dodd—Frank 
Act this funding comes ex post either by means of shareholder and creditor write offs and 
bail-ins, as well as from an ex post resolution fund (the Orderly Liquidation Fund) that 
borrows money from the US Treasury by issuing notes collateralized against the resolved 
entity’s assets, or the FDIC charges its members against ‘assessments’ of riskiness.” In the 
EU, deposit guarantee schemes (DGSs) are not run by resolution authorities but may be 
merged with the resolution fund.”* 

There are several important questions concerning deposit insurance that a deposit 
guarantee scheme/regime would have to address, including: (a) status: explicit or impli- 
cit, (b) coverage in terms of amount of deposits and kind of depositors, (c) membership, 
(d) funding arrangements, (e) governance of the scheme, (f) timing of payoffs, (g) recov- 
ery, (h) relationship with resolution authorities and resolution processes, and (i) public 
awareness. The Financial Stability Forum issued a report in 2008, which called for effective 
depositor compensation arrangements and stressed the need for authorities to agree on 
an international set of principles for effective deposit insurance systems. In response, the 
Basel Committee on Banking Supervision (BCBS) and the International Association of 
Deposit Insurers (IADI) jointly issued, in June 2009, Core Principles for Effective Deposit 
Insurance Systems (Core Principles). The International Monetary Fund (IMF), the 
World Bank, the European Commission, and the European Forum of Deposit Insurers 
issued, in December 2010, a methodology to enable assessments of compliance with these 


°° Ibid., 9-11. 
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9 See FSB, “Thematic Review on Deposit Insurance Systems: Peer Review Report, 8 February 2012, i, avail- 
able at www.financialstabilityboard.org/wp-content/uploads/r_120208.pdf ?page_moved=1. 
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Core Principles. The Core Principles and Methodology of Assessment were updated in 
2014.'°° 

According to the FSB, the Core Principles are reflective of, and designed to be adaptable 
to, a broad range of jurisdictional circumstances, settings, and structures. Thus, the Core 
Principles are intended as a framework supporting effective deposit insurance practices. 
National authorities are free to put in place supplementary measures that they deem neces- 
sary to achieve effective deposit insurance in their jurisdictions. In February 2011, the FSB 
agreed to include the Core Principles in the list of key standards for sound financial sys- 
tems that deserve priority implementation depending on country circumstances,'”’ and 
the 2014 principles are an integral part of country financial sector assessments carried out 
by the IMF and the World Bank.’” 

The updated principles address a number of generic issues concerning the provision of 
deposit insurance such as moral hazard and implementing the lessons learnt during the 
crisis. More analytically, the updated Core Principles deal with public policy objectives of 
the DGS, the mandate and powers of the DGS, governance of the DGS, relationships with 
other safety-net participants, cross-border issues, deposit insurer's role in contingency 
planning and crisis management, membership in the deposit insurance system, coverage, 
sources and uses of funds, public awareness, legal protection, dealing with parties at fault 
in a bank failure, early detection and timely intervention, bank failure resolution, reim- 
bursing depositors, and DGS recoveries. 


B. DEPOSIT PROTECTION IN THE EU UNDER EU DEPOSIT 
GUARANTEE SCHEMES DIRECTIVE 2014 


The European Union started the process of harmonization of deposit guarantee schemes 
in 1994 with a Directive, the EU Directive on deposit guarantee schemes. °? According to 
the Commission, the minimum harmonization approach of the 1994 Directive resulted in 
significant differences between DGSs as to the level of coverage, the scope of covered deposi- 
tors and products, and the payout delay. The mechanics of the financing of schemes was left 
entirely to Member States. This turned out to be disruptive for financial stability and the 
proper functioning of the internal market, when the financial crisis hit in autumn 2008.’ 
The DGS Directive was significantly amended following the failure of Lehman Brothers, 
and in 2010, the Commission proposed a comprehensive reform of DGSs in the EU. The 
harmonization process was primarily guided by the principle of creating a level playing field, 
with a focus on coverage limits and preference for ex ante funding. It was rightly thought 
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org/en/assets/File/Core%20Principles/cprevised201 4nov.pdf. 

101 See FSB (n. 99). 

102 IMF Country Report No. 13/66, ‘European Union: Publication of Financial Sector Assessment Program 
Documentation—Technical Note on Deposit Insurance, March 2013, available at www.imf.org/external/pubs/ 
ft/scr/2013/cr1366.pdf. See also a global survey of DGSs undertaken by IMF staff: A. Demirgiic-Kunt, E. Kane, 
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1° Directive 2009/14/EC of the European Parliament and of the Council of 11 March 2009 amending 
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L68/3. The Directive of March 2009 required Member States to increase coverage of their DGSs—first, to at 
least €50,000, and then, to a uniform level of €100,000 by the end of 2010. i 
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that without common rules and consistent protection for consumers, the single market for 
deposits cannot operate effectively. The Eurozone banking and sovereign debt crisis sub- 
sequently became the catalyst, especially as countries which seemed to be in trouble, like 
Greece, but also Italy and Spain, experienced a deposit drain. Accordingly, a pan-European 
deposit guarantee scheme implemented via a redrawn DGS directive!” was mooted as the 
third pillar of the European Banking Union.’ Yet it has been the pillar that Member States 
have found the most difficult to agree on, as it could lead to mutualization of bank debt in 
the Eurozone. 

The widespread consultation culminated in the 2014 EU DGS Directive,!®? which had a 
very short implementation period up to July 2015. Proposals for a pan-European deposit 
insurance scheme were not adopted but the Commission’s push for them’!° and German 
Opposition to them continue.’'' Thus, deposit protection continues to be provided by 
national DGSs, which extend coverage to both national financial institutions and their 
EU-based foreign branches.''* For example, under the 2015 Treasury Regulation the UK’s 
Financial Services Compensation Scheme (FSCS) covers both UK-regulated banks, build- 
ing societies, and credit unions and their branches in other Member States." 

The 2014 DGS Directive's harmonization of coverage levels is limited to statutory DGSs. 
Where protection schemes in Member States (e.g. on a voluntary or contractual basis) are 
allowed to offer additional deposit protection—this is outside the scope of the Directive 
(except for some requirements on the information that needs to be given to depositors 
about the actual protection offered to them under the alternative scheme). The protection 
limit for deposits remains at €100,000'"* or its sterling equivalent,’'® which in the UK has 
meant a reduction from the earlier limit of £85,000. The Directive imposes a standard of 
a seven (working) day’s pay-out, following a transition period, which is more relaxed 
than the UK’s limit of seven (calendar) days and it has a generous implementation lead- 
time of nine years. Under the 2014 Directive deposit protection is now extended to trade 
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transactions as it covers ‘temporary high balances.'!” This means that consumers will have 
some additional protection for exceptional and short-lived deposits resulting from major 
life events like a house sale. The Directive extends DGSs to all businesses and not just 
SMEs as was previously the case.'*® 

The 2014 Directive imposes a minimum target funding level of 0.8 per cent of covered 
deposits. Member States can set a higher target level for their DGSs.''” Currently, schemes 
in about half of Member States have already reached the above target level or are relatively 
close to it. Inone-third of Member States, DGS funds are above 1 per cent of covered deposits, 
and in a few of them, they are even beyond 2 per cent or 3 per cent.'*® Nonetheless, the 
Directive stipulates that Member States, upon approval by the Commission, may set a tar- 
get level lower than the above one, but not lower than 0.5 per cent of covered deposits.'*" 

In principle, the composition of funds available to the DGS should include cash, deposits, 
and low-risk assets, which can be liquidated within a short period of time.'** However, 
DGS funds may also consist of so-called ‘payment commitments.'*’ This means bank pay- 
ment commitments towards the DGS which are fully collateralized, provided that relevant 
collateral consists of low risk assets, and the collateral is unencumbered by third-party 
rights.'** The total share of payment commitments shall not exceed 30 per cent of the 
total amount of available financial means of the DGS.’”° In order to ensure consistent 
application of the Directive in Member States, the European Banking Authority will issue 
guidelines on the irrevocable payment commitments. Moreover, in order to fulfil their 
obligations to reach the required target funding level, Member States may regard bank 
levies as equivalent to ex ante funds.'’° The available financial means of DGSs must be 
invested in a low-risk and sufficiently diversified manner. 

Finally, there is an important change in funding arrangements. Levies on the industry to 
fund deposit protection will in future be ‘risk-based’ In other words, firms’ liability to meet 
their levies will no longer be based solely on their share of deposits, but will take account 
of the risk they pose to the deposit insurer.'’” The risk will be measured on the basis of a 
mix of obligatory indicators developed by the European Banking Authority (75 per cent 
weight) and other indicators developed by the DGS and the national authorities (25 per 
cent weight).'*® The risk-based approach has been adopted in order to counter moral haz- 
ard, namely, in order to provide banks incentives to operate ‘under a less risky business 
model. '” Also, contributions will have a countercyclical element.'*° This provision makes 
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very good sense as it adjusts bank contributions to the macroeconomic cycle and requisite 
fluctuations of bank profitability. 

In what is an entirely novel development, which, at the same time constitutes an uncer- 
tain step towards a pan-European DGS, the 2014 Directive allows national DGS to borrow 
funds from each other, if they face a shortfall, on a voluntary basis,'?! provided that the 
total amount lent does not exceed 0.5 per cent of covered deposits of the borrowing DGS. 
The borrowing DGS must repay the loan within five years. The contributions levied by the 
borrowing DGS are sufficient to reimburse the amount borrowed and to re-establish the 
target level as soon as possible.'*” 

Depositors rights to compensation will be enforced if the DGS has failed to make a 
payment under the scheme by means of an action against the DGS, which constitutes 
an interesting development towards enforcement of third-party rights under European 
law, since depositors have no contractual relationship with the DGS and the DGS is 
established by statute rather than a trust deed. Where the DGS makes payments under 
the scheme it shall have, in addition to any remedies available under national law, the 
right of subrogation to the rights of depositors in winding up or reorganization pro- 
ceedings for an amount equal to their payments made to depositors.’?? Moreover, where 
a DGS makes payments in the context of resolution proceedings, including the appli- 
cation of resolution tools or the exercise of resolution powers, the DGS shall have a 
claim against the relevant credit institution for an amount equal to its payments.'** That 
claim shall rank at the same level as covered deposits under national law governing nor- 
mal insolvency proceedings.'’* Both the EU Bank Recovery and Resolution Directive'*® 
and the DGS 2014 Directive make it clear that DGS payments can be used to finance 
resolution.’ 


IV. BANK CORPORATE GOVERNANCE, RISK 
CONTROL, AND EXECUTIVE REMUNERATION: A 
RADICAL CHANGE OF REGULATORY PARADIGM 


A. OVERVIEW 


(i) Bank corporate governance: definition and nature 


Corporate governance is critical to the proper functioning of the modern market econ- 
omy. In addition, governance weaknesses at banks can result in the transmission of prob- 
lems across the financial system and the economy as a whole. As a matter of fact it was 
widely reported that in the pre-2008 period bank management was taking unnecessary 
lending and market bets to enhance their compensation packages, and, especially badly 
structured bonus payouts, by boosting short-term profitability. Namely, the banking sys- 
tem was rife with perverse incentives that made banks focus on short-term profits instead 
of long-term stability. 

The traditional construction of the corporate governance concept refers to the separ- 
ation of ownership, which belongs to the shareholders, from control, which is exercised by 
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management. This is a concept that has evolved in recent times to encompass stakeholder 
interests and corporate social goals. In the banking sector it is used today in an even wider 
context to encompass very clear and binding social objectives, such as financial stabil- 
ity, which are strictly enforceable and not just voluntary like social corporate responsibil- 
ity charters.!®* The existence of depositors and of deposits insured by deposit guarantee 
schemes, the availability of liquidity support through the lender of last resort, financial 
stability concerns, and the fear that a bank in trouble might prove to be TBTF requiring 
an injection of taxpayer funds to keep it a going concern,'*” means that bank directors are 
accountable to a much more diverse set of stakeholders than ordinary corporations. 

An authoritative definition of bank corporate governance holds that it is the set of intra- 
corporation governance arrangements, which determines the allocation of authority and 
responsibilities by which the business of a bank are carried out by its board and senior 
management, including how they:'*° 


set the bank's strategy and objectives; 
e select and oversee personnel; 
e operate the bank's business on a day-to-day basis; 


e protect the interests of depositors, meet shareholder obligations, and take into 
account the interests of other recognised stakeholders; 


e align corporate culture, corporate activities, and behaviour with the expectation that 
the bank will operate in a safe and sound manner, with integrity and in compliance 
with applicable laws and regulations; and 


e establish control functions. 


It is without doubt that well-governed banks contribute to efficient and cost-effective 
supervision and reduce the need for frequent supervisory intervention.'*! Moreover, 
sound corporate governance offers comfort to the supervisor about the bank’s internal 
processes. For this reason it is important to have the appropriate levels of authority, 
responsibility, accountability, and checks and balances within each bank, which extend 
beyond the board of directors and cover senior management and the risk, compliance, and 
internal audit functions.** 

Common corporate governance arrangements to battle agency risks and realign the 
interests of shareholders with those of senior management are not sufficient when it comes 
to bank governance. Shareholders’ interests diverge trom those of other stakeholders, espe- 
cially with regard to risk. Clearly, there are two key factors explaining shareholder behav- 
iour: limited liability, which in the event of bank failure means that shareholders previously 
enjoying the full benefit of high yields will have little to lose if the bank fails, and avail- 
ability of leverage.'** To be more specific, given that limited liability protects sharehold- 
ers from being exposed to the full magnitude of bank losses in the event of failure—and 
shareholders’ equity is normally a small percentage of bank liabilities—shareholders have 
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very strong incentives to increase banks’ leverage and risk-seeking. They usually have a 
short-term perspective. This contrasts with the behaviour of bank creditors and regulators, 
who are normally risk-averse, prefer low volatility, and have a long-term perspective.'“ 

The large number of banks that required a public bailout in the period after September 
2008 was, inter alia, attributed to weak corporate governance arrangements.!*° Boards of 
directors and senior managers either did not have the right incentives or adequate exper- 
tise to monitor against and prevent excessive risk-taking.'*° The public outcry generated 
by bank bailouts was followed by general condemnation of banker compensation prac- 
tices, especially large bonuses and stock-based compensation. Arguably, flawed remu- 
neration packages and a risk-taking culture created an environment rife with perverse 
incentives where short-term profit was handsomely rewarded,'”’ regardless of assumption 
of long-term risks and what these entailed for the solvency of the financial institution and 
the stability of the financial system. 

Yet credible research doubts the exact extent of corporate governance failures during 
the crisis,"** since, at least in the case of the most prominent bank failures, top manage- 
ment and shareholder incentives were well aligned.'*? Moreover, complexity and board 
cognitive limitations can pose a natural boundary in terms of effective monitoring by 
shareholders or even by the board in the case of large and complex financial institutions. "° 
In many ways, the perverse incentives that high leverage creates for shareholders proved 
as instrumental as any governance and remuneration failures, given shareholders predis- 
position to ask boards to maximize profit by expanding bank balance sheets and taking 
on more risk.’°’ Short-term returns on equity could both satisfy shareholders’ thirst 
for profit and inflate bankers’ bonuses.'*” In addition, following the herd strategies and 
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imitating competitors’ business strategies and performance would keep senior bank man- 
agement safe in their jobs.’** 

The publication of the UK regulators’ report on the causes of the failure of the Halifax 
Bank of Scotland in October 2008 has, however, added a more definitive tone to the argu- 
ment that links bank failures to corporate governance failures, although the report's find- 
ings provide further evidence of the irhportance of having a competent board rather than 
reinforcing the bankers’ greed narrative.'** According to the HBOS Report, the board and 
senior management failed to set an appropriate strategy for the firm’s business and failed 
to challenge a flawed business model which placed inappropriate reliance on continuous 


growth without due regard to risks involved."”” 


(ii) Corporate governance reform 


The post-2008 era corporate governance controls have firmly become a substan- 
tial part of the prudential regulation framework. Bank governance reforms fall into 
three broad categories. First, remuneration reform, which has, in general, taken three 
forms: (a) severe restrictions have been placed on variable payment, i.e. performance- 
based bonuses; (b) employers were given the right to reclaim performance-based 
compensation, through so-called claw-back provisions; (c) a broader benchmark- 
ing exercise has been implemented, in order, to compare remuneration practices as 
a means to measure institutional riskiness. Secondly, the principle of shareholder 
primacy has subsided to the point that it has become untraceable, with a new era of 
(bank) stakeholder primacy dawning, since the clearly paramount objective of the 
new regime is systemic stability rather than shareholder returns. Thirdly, board and 
senior employee-level responsibility for risk governance has been radically reformed, 
to the point that boards and senior managers have been turned, in principle, into 
front-line quasi-supervisors. 

In a way, the train of reform was set in motion in the aftermath of the publication 
of the Walker Review (2009) in the United Kingdom,'*® with the European Union and 
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running and was not in a position to intervene before it was too late (HBOS Report, 14-15). 

'8° The 39 ‘key recommendations’ of the Walker Review could be summarized as follows: (a) FTSE 100 banks 
and major building societies to disclose numbers of high earning employees, within bands; (b) remuneration com- 
mittees’ remit ought to be enhanced and the chair of the committee should face re-election if remuneration report 
fails to secure 75 per cent support; (c) board risk committees should be made mandatory for FTSE 100 banks and 
life assurers with concurrent strengthening of role of the chief risk officer; (d) the chairman of the board of banks 
and other financial institutions must assume an active role in monitoring senior bank management and should 
face annual re-election; (e) non-executive directors should increase their time commitment; (f) the regulatory vet- 
ting process tor board members and senior managers ought to be strengthened and regulators should give closer 
attention to the overall balance of the board in relation to the risk strategy of the business, taking into account the 
experience, behavioural and other qualities of individual directors, and their access to fully adequate induction 
and development programmes; (g) the qualifications, training, and evaluation requirements for board members 
ought to be substantially enhanced; (h) a new Stewardship Code should be implemented fostering the principles 


of responsible and long-term management to be adhered to by institutional investors (Walker Review (n. 152), 
13-22). ; 
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international organizations, such as the Basel Committee (2010)'*? and the European 
Union (2010), following suit and proposing guidelines to improve bank corporate gov- 
ernance and, more specifically, risk governance. 

Annex 3 to the Walker Review includes a list of sound principles of management: 


To promote the success of a company, directors must have regard, amongst other matters, 
to the following six factors: 


~ the likely consequence of any decision in the long term; 

- the interests of the company’s employees; 

~ the need to foster business relationships with suppliers, customers and others (fiduciary 
responsibility); 

- the impact of the company’s operations on the community and the environment; 

- the desirability to maintain a reputation for high standards of business conduct [long- 
term franchise]; and 

- the need to act fairly between members of the company. 


Yet given the importance of operating within acceptable and authorized risk levels 
which give an indication of what kind of shocks the bank can withstand without hav- 
ing to resort to a bail-in or a bailout, in the absence of an unforeseen systemic event, 
it is an anomaly that the Reports mentioned earlier merely focus on risk avoidance 
and offer little guidance as to how an acceptable level of risk should be defined.**? 
Similarly, since shareholder preferences more or less determine management's deci- 
sions when it comes to risk-seeking, even in the absence of perverse compensation 
incentives, it is very important that the discussed reports present sharp divergences 
as regards the identification of the principal objective of bank governance, namely, 
whether management of the bank should be based on shareholder primacy or the 
stakeholder approach.’®° 

According to the Walker Review, a single goal should be pursued by the directors of 
a corporation: the promotion of the welfare of shareholders as owners of the corpor- 
ation.'®’ At the same time, institutional investors, the beneficial owners, are expected to 
behave like stewards of the interests of the organization (the bank), and fund managers 
should act accordingly.'®* In contrast, the proposals for improved bank corporate gov- 
ernance drawn up by the Basel Committee (2010) and the European Union (CONDS 
favoured the stakeholder view. Thus, while the Walker Report refers to a single objective 
for bank corporate governance, the Basel Committee and the European Union refer to 
multiple objectives, those of serving the welfare of shareholders, depositors, employees, 
clients, suppliers, and society. 


157 BCBS, ‘Principles of Enhancing Corporate Governance, October 2010. 
158 EU Commission (n. 146). 159 BCBS (n. 140), 1. 


16° Thid. 
161 “The role of corporate governance is to protect and advance the interests of shareholders through set- 


ting the strategic direction of a company and appointing and monitoring capable management to achieve this’ 
(Walker Review (n. 152), 25). 
162 See Annex 8, ‘The Code on the Responsibilities of Institutional Investors (November 2009)’ (ibid., 153 


et seq). 
163 EU Commission, ‘Green Paper: The EU Corporate Governance Framework’ (COM(201 1) 164). 
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B. RISK GOVERNANCE, BOARD SUPERVISION, AND 
CONTROL: A RADICAL CHANGE OF PARADIGM 


(i) Overview 


Arguably, CRD IV and the 2015 Basel ‘Corporate Governance Principles for Banks’ 
amount to a shift in regulatory paradigm as regards the board's role in risk management 
and risk control,'®* notwithstanding the already radical (and perhaps controversial) remu- 
neration reforms. According to the BCBS, the October 2010 Principles represented a con- 
sistent development in the Committee’s long-standing efforts to promote sound corporate 
governance practices for banking organizations. In fact, since 2010, banks have strength- 
ened their overall governance practices and supervisors have enhanced their oversight 
processes in all of the BCBS member jurisdictions, which essentially comprise the G20 
countries. Post-GFC banks are seen to exhibit a better understanding of the important 
elements of corporate governance such as effective board oversight, rigorous risk man- 
agement, strong internal controls, compliance, and other related areas. In addition, many 
banks had made progress in assessing collective board skills and qualifications, instituting 
standalone board risk committees, establishing and elevating the role of chief risk officer 
(CRO), and integrating discussions between board audit and risk committees,’® but the 
risk governance framework remained undefined. 

The Financial Stability Board (FSB) issued a thematic review on risk governance in 
February 2013. The FSB review found that financial institutions and national authorities 
have taken measures to improve risk governance. However, more work was needed by 
both national authorities and banks to establish effective risk governance frameworks. 
The FSB found that banks had to enhance the authority and independence of Chief Risk 
Officers (CROs), and national authorities ought to augment their capacity and ability to 
assess the effectiveness of a bank's risk governance and its risk culture and the frequency 
of their engagement with the board and its risk and audit committees. 

In the aftermath of the aforementioned report the FSB issued a paper setting out guid- 
ance on how supervisors interact with financial institutions’ senior management to influ- 
ence the institution’s culture.’°° This guidance was followed closely afterwards by a revised 
set of the Basel Principles intended to reflect more recent corporate governance develop- 
ments. The 2015 Principles reflect the increased regulatory focus on the board’s role in risk 
management and set forth 13 principles addressing the following topics: 


e board responsibilities, qualifications, and structure; 

e senior management responsibilities; 

e governance in multi-tiered organizations; 

e risk management and risk governance; 

e the roles, responsibilities, and structures of the risk, compliance, and audit functions; 
e compensation arrangements; 


e disclosure and transparency with respect to a banking organization's governance 
framework; and 


e the role of supervisors. 


164 BCBS (n. 140). 16° Ibid, 


166 See FSB, ‘Guidance on Supervisory Interaction with Financial Institutions on Risk Culture—A 
Framework for Assessing Risk Culture’, 7 April 2014, available at www.financialstabili 


board.org/wp-content/ 
uploads/140407.pdf. oo iti ati 
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(ii) The new governance and senior management responsibility framework 
and the three lines of defence 


One of the primary objectives of the 2015 revision was to explicitly reinforce the collective 
oversight and risk governance responsibilities of the board. Also, the revised Principles 
seek to emphasize key components of risk governance such as risk culture, risk appetite, 
and their relationship to a bank’s risk capacity. The idea that permeates the Principles 
most strongly is that the board and senior management at each bank have an obligation to 
pursue good governance. The board should set the ‘tone at the top’ and oversee manage- 
ment’ role in fostering and maintaining a sound corporate and risk culture. Management 
should develop a written code of ethics or a code of conduct. Either code is intended to 
foster a culture of honesty and accountability to protect the interests of its customers and 
shareholders. 

To this effect the Principles delineate the specific roles of the board, board risk commit- 
tees, senior management, and the control functions, including the CRO and internal audit. 
Another key emphasis is strengthening banks’ overall checks and balances. The increased 
focus on risk and the supporting governance framework includes identifying the respon- 
sibilities of different parts of the organization for addressing and managing risk. 

In practice, organizational arrangements to distribute responsibility for risk governance 
will follow what is often referred to as the ‘three lines of defence. The business line—the 
first line of defence—has ‘ownership’ of risk, whereby it acknowledges and manages the 
risk that it incurs in conducting its activities. The risk management function is responsible 
for further identifying, measuring, monitoring, and reporting risk on an enterprise-wide 
basis as part of the second line of defence, independently from the first line of defence. 
The compliance function is also deemed part of the second line of defence. The internal 
audit function is charged with the third line of defence, conducting risk-based and general 
audits and reviews to provide assurance to the board that the overall governance frame- 
work, including the risk governance framework, is effective and that policies and processes 
are in place and consistently applied.**” 

Critically, among their other responsibilities, board members and senior management 
are expected to define conduct risk as stemming from: 


(a) the mis-selling of financial products to retail and business clients; 


(b) the violation of national and international rules (tax rules, anti-money laundering 
rules, anti-terrorism rules, economic sanctions, etc.); and 


(c) the manipulation of financial markets—for instance, the manipulation of LIBOR 
rates and foreign exchange rates. 


This essentially renders directly liable board members and especially senior management 
for any important infraction of rules of conduct by bank employees at all levels. 

Another new and interesting feature of the Principles is that the board is given the 
responsibility for overseeing the integrity, independence, and effectiveness of the banking 
organizations policies and procedures for whistle-blowing. This includes oversight of the 
whistle-blowing policy mechanism and ensuring that senior management addresses issues 
raised. The board is responsible for ensuring that retaliation against whistle-blowers does 
not occur, and senior management is to inform the board of issues raised as a result of the 
banking organization's whistle-blowing procedures. While the strength of the new frame- 
work will be sorely tested in practice, when organizational loyalties and regulatory duties 


167 Debevoise and Plimpton, ‘Basel Committee 2015 Corporate Governance Principles, client update, 11 
August 2015. 
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will come head to head, admittedly this is a serious improvement over previous 
whistle-blower protection regimes. 

Finally, the BCBS notes that the implementation of the 2015 principles should be com- 
mensurate with the size, complexity, structure, economic significance, risk profile, and 
business model of the bank and the group (if any) to which it belongs. This means making 
reasonable adjustments where appropriate for banks with lower risk profiles, and being alert 
to the higher risks that may accompany more complex and publicly listed institutions com- 
mensurate with their role in and potential impact on national and global financial stability. 

Arguably, the changes brought about by the 2015 Principles essentially turn the board 
and senior managers into supervisors’ eyes and ears within the firm and first-line enfor- 
cers. Considered in its proper context, this marked shift amounts to no more than a final 
defeat of the shareholder primacy principle in the governance of banks in favour of the 
stakeholder primacy principle, which seems to serve better financial stability, market 
integrity, and consumer protection objectives. As the Basel Committee clearly states: 


The primary objective of corporate governance should be safeguarding stakeholders’ interest 
in conformity with public interest on a sustainable basis. Among stakeholders, particularly 
with respect to retail banks, shareholders’ interest would be secondary to depositors’ interest. 


This shift has not been uncontroversial and, indeed, it has been criticized as amounting 
to a devolution of regulators’ responsibilities to bank boards; an arrangement of doubtful 
effectiveness. +$? 

The Principles have also been criticized for being non-measurable and thus non-action- 
able, turning them into a regulatory wish list.'®? However, this view is probably not accur- 
ate and the question of whether the Principles can be actionable hinges on the manner of 
implementation by national law. As explained earlier, the most significant changes in the 
Basel 2015 Principles concern the role of the board, including acknowledgement that the 
role of the board is one of oversight. 

The term ‘oversee’ (and essentially be satisfied with) seems to establish a higher level of 
involvement and thus responsibility. For example, Principle 1 was changed to require the 
board to ‘oversee’ rather than ‘establish and monitor, ‘the development of and approve 
the bank's business objectives and strategy and monitor their implementation.’ And 
as board responsibility stemming from the Principles inextricably relates to the general 
duties set out by the Principles, i.e. duty of care and duty of loyalty,'’! in future, it would 
be hard for bank boards to argue that the Principles are not actionable, giving grounds to 
civil liability suits, as much as to regulatory sanctions. 

Arguably, these duties may be actionable if set up by statute (or regulation)” at sucha 
level as to generate strict liability, or the Principles could become actionable by reference 
to the interpretation of general directors’ duties.'7* Moreover, while any link between 


168 Dermine (n. 139), 7-10. 16° Better Markets (n. 150). 

7° BCBS (n. 140), paras. 20 and 23, 6-7. PM bidie lt 

172 e.g. if they become part of the continuous authorization requirements of the Prudential Regulatory 
Authority a right of action for private persons in the event of breach of such statutory duty could possibly be 
established under s. 138D (formerly s. 150) of FEMA 2000. 

13 See, in general, J. Loughrey, “The Directors’ Duty of Care and Skill and the Financial Crisis’ in Loughrey 


(ed.), Directors’ Duties and Shareholder Litigation in the Wake of the Financial Crisis (Elgar Publishing, 
2012) Chale ; 
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the general and specific board and senior manager duties set out in the Principles cannot 
be conjectured at this point, it is right to speculate that breach of the more specific and 
concrete of the Principles could become the subject of criminal liability provided that 
mens rea could be established. See more on this later. 


C. REGULATION OF BANK CORPORATE GOVERNANCE 
IN THE EU AND THE UK 


(i) EU bank governance reform 


The new capital regulation regime in Europe was discussed in the previous chapter. EU 
lawmakers used the same instruments, namely, the Capital Requirements Directive (CRD 
IV)’ and the Capital Requirements Regulation’”® to build a framework for the regulation 
of corporate governance of EU banks, which until then was largely left to custom, self- 
regulation, or national law provisions. A new approach that supports the notion of turning 
boards and senior management as the first line of regulatory control permeates the entire 
body of the new bank governance legislation.’”® 

Article 88(1) CRD IV deals with the responsibilities of the management body, which is 
a defined term,*”’ and provides that it must: 


(a) have the overall responsibility for the institution and approve and oversee the 
implementation of the institution’s strategic objectives, risk strategy and internal 
governance; 

(b) ensure the integrity of the accounting and financial reporting systems, including finan- 
cial and operational controls and compliance with the law and relevant standards; 

(c) oversee the process of disclosure and communications; 

(d) be responsible for providing effective oversight of senior management. 


Moreover, the same CRD IV provision requires a split between the roles of the chairman 
and the chief executive officer. 

CRD IV (Article 76(1), (2)) assigns responsibility for overall supervision of risk gov- 
ernance and management at the firm level to the ‘management body. Members of the 


174 Council Directive 2013/36 of the European Parliament and of the Council of 26 June 2013 on access to 
the activity of credit institutions and the prudential supervision of credit institutions and investment firms, 
2013 OJ (L 176) 338 (hereinafter CRD IV). 

175 Commission Regulation 575/2013 of the European Parliament and of the Council of 26 June 2013 on 
prudential requirements for credit institutions and investment firms, 2013 OJ (L176) 1 (hereinafter CRR). 

176 e.g, Recital 54 of CRD IV provides: ‘In order to address the potentially detrimental effect of poorly 
designed corporate governance arrangements on the sound management of risk, Member States should intro- 
duce principles and standards to ensure effective oversight by the management body, promote a sound risk 
culture at all levels of credit institutions and investment firms and enable competent authorities to monitor the 
adequacy of internal governance arrangements. 

177 In keeping with the split in EU corporate governance, where in some jurisdictions unitary boards have 
both executive and supervisory functions and in others there is a dual board structure that encompasses a 
supervisory board alongside an executive board, the Directive defines the term ‘management body’ to mean: 
‘[A]n institution's body or bodies, which are appointed in accordance with national law, which are empowered 
to set the institution's strategy, objectives and overall direction, and which oversee and monitor management 
decision-making, and include the persons who effectively direct the business of the institution’ Art. 3(1)(7) 
CRD IV). On the other hand, ‘senior management’ means ‘those natural persons who exercise executive func- 
tions within an institution and who are responsible, and accountable to the management body, for the day- 
to-day management of the institution’ (see ibid., Art. 3(1)(9)). 
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management body must approve and periodically review the strategies and policies the 
institution employs to manage, monitor, and mitigate risk, not just with reference to exist- 
ing risks, but also those that might arise due to changes in the macroeconomic envir- 
onment and the business cycle. Thus, the ‘management body’ must not only dedicate 
sufficient time to the consideration of risk issues but it must also ensure that sufficient 
resources are allocated to all material risks that might threaten the stability of the licensed 
institution and establish appropriate reporting lines.'’* Critically, such active involvement 
by the members of the management body extends to issues of vital importance for the via- 
bility of the institution and management of risk, such as valuation of firm assets and use of 
external credit ratings and internal models employed to measure risk.'”” 

CRD IV requires that in institutions which are ‘significant’ by reference to their size are 
significant in terms of their size, internal organization, and nature, scope, and complexity 
of their activities, a nomination committee is established composed exclusively by non- 
executive directors,'*° who should follow in their nominations diversity criteria as regards, 
in particular, gender representation, as well as geographic and professional/educational 
representation.'*' The CRD IV did not specify what is meant by the term ‘significant insti- 
tutions’ and the specification of the term was left to regulatory guidance.’* 

Nonetheless, this is an important qualification since under the Directive the ‘nomin- 
ation committee is effectively more than a typical board committee. It is the body to which 
the executives of the board are accountable on a continuous basis, alongside the share- 
holders’ meeting. The nomination committee must ensure that the ‘management body’ is 
not dominated by one individual or group of individuals, automatically placing it over and 
above the firm’s executive management. This view is reinforced by the fact the nomination 
committee is assigned the task to: 


(a) periodically, and at least annually, assess the structure, size, composition, and per- 
formance of the management body and make recommendations to the manage- 
ment body with regard to any changes; 


(b) periodically, and at least annually, assess the knowledge, skills, and experience of 
individual members of the management body and of the management body collect- 
ively, and report to the management body accordingly; 


(c) periodically review the policy of the management body for selection and 
appointment of senior management and make recommendations to the 
management body. 


Moreover, significant institutions have an obligation to establish a risk committee (Article 
76(3)) composed by non-executive directors, as is the case with the nomination commit- 
tee. The risk committee has the duty to advise the management body on the institution's 
overall current and future risk appetite and strategy, and assist the management body in 
overseeing the implementation of that strategy by senior management. The management 
body retains overall responsible for the risks assumed by the institution. This again is a 
committee that blurs the lines between executive and supervisory power within the board. 


78 Art. 76(1), (2) CRD IV. 1 Art. 76(2) CRD IV. 18° Art. 88(2) CRD IV. 

181 Art. 88(2) and Rec. 60 CRD IV. 

182 The term ‘significant institutions’ is encountered in the CRD IV package in many contexts. In general, 
significant institutions are identified by reference to total balance sheet assets, total balance sheet liabilities, 
annual fees and commission income, client money, and client assets, all of which offer a reliable indication as 
regards to the size, internal organization, and nature, scope, and/or complexity of bank activities. e.g. see PRA, 


Policy Statement PS7/13, ‘Strengthening Capital Standards: Implementing CRD IV, Feedback and Final Rules’ 
December 2013, 9 and references therewith. 
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The remit of the risk committee extends as far as reviewing the firm’s pricing policy, assess- 
ing whether this is commensurate with the bank’s business model and risk strategy. `?” In 
addition, in parallel with the responsibilities of the remuneration committee discussed 
later, the risk committee will examine whether incentives provided by the remuneration 
system take into consideration risk, capital, liquidity, and the likelihood and timing of 
earnings. '®* 

Finally, CRD IV (Article 76(5)) provides that all EU licensed institutions (not just 
‘significant’ ones) have a risk management function that is independent from the oper- 
ational functions and is vested with sufficient authority, stature, resources, and access to 
the management body, including direct lines of reporting to the management body. The 
risk management function must ensure that all material risks are identified, measured, 
and properly reported and it should be able to deliver a complete view of the whole 
range of risks assumed by the institution, an arguably very ambitious task, given that 
some financial risks are merely hidden or arrive as sudden shocks. Also the risk man- 
agement function must be actively involved in formulating the institution's risk strat- 
egy and in all material risk management decisions that it can.'** The Directive specifies 
that the head of the risk management function shall be an independent senior manager 
whose exclusive responsibility is the risk management function. In the case of smaller 
institutions that do not maintain any complex operations to justify a specially appointed 
person, another senior person within the institution may fulfil that function, provided 
there is no conflict of interest.**° 

To a large extent, EU rules reflect the Basel Principles but they also go beyond 
the Basel Principles. Their interventionist nature has been criticized as very intru- 
sive and unnecessary.'*’ Due to their intrusiveness, the new EU corporate governance 
rules have started having a profound impact on both bank ownership structures in the 
EU, which have traditionally been very diverse,’** and the plurality of bank business 
organization forms including cooperative forms of organization and ownership by 
foundations.**? 


(ii) The new regulatory regime for bank governance in the UK and the offence 
of misconduct 


The UK has been a pioneer in examining the consequences of individual behaviour as 
a cause of bank failures and augmenting individual liability. This has led to the over- 
hauling of the PRA’ senior person regime and the introduction of two new criminal 
offences, tightening the regime for individual/personal liability, to deter the kind of 
reckless behaviour identified in the HBOS Report. The UK government largely acted 
to implement the recommendations of the Parliamentary Commission on Banking 
Standards (PCBS).’*° 

The PCBS Report was extremely critical of the regulatory regime in place and rec- 
ommended a raft of changes to rectify what it referred to as ‘profound lapses of 


183 Art. 76(3) CRD IV. 184 Art. 76(4) CRD IV. 185 Art. 76(5) CRD IV. 186 Ibid, 

187 L, Enriques and D. Zetzsche, ‘Quack Corporate Governance, Round III? Bank Board Regulation under 
the New European Capital Requirement Directive’ (2015) 16 Theoretical Inquiries in Law 211 et seq. 

188 FE Arnaboldi and B. Casu, ‘Corporate Governance in European banking, Cass Business School, mimeo, 
18 January 2011. 

189 N, Jassa, ‘Reforming the Corporate Governance of Italian Banks, IMF, Monetary and Capital Markets 
Department, WP/14/181, September 2014. 

190 House of Lords House of Commons, ‘Changing Banking for Good, Report of the Parliamentary 
Commission on Banking Standards, Vols I and II (hereinafter PCBS Report). 
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banking standards.'*? One major gap identified in those reports was lack of attribution 
of responsibility to individuals for bank failures.'*'* In June 2013, the PCBS published 
its report ‘Changing Banking for Good’ setting out recommendations for legislative and 
other action to improve professional standards and culture in the UK banking indus- 
try.'°? A central theme of the PCBS’s final report of June 2013 was ‘to make individual 
responsibility in banking a reality’ aríd among other things, it stated that that there was ‘a 
strong case in principle for a new criminal offence of reckless misconduct in the manage- 
ment of a bank??? 

The PCBS Report was followed by the Banking Reform Act 2013, which introduced a 
new ‘senior persons’ regime and new powers which allow the PRA and Financial Conduct 
Authority (FCA) to impose regulatory sanctions on individual senior managers when a 
bank breaches a regulatory requirement.'”* It also introduces a new regulatory crime of 
‘misconduct,’ which is committed if: 


(a) the senior manager’s decision, whether active or passive, caused the failure of the 
financial institution in question (for the purpose of this section, ‘decision’ has been 
broadly defined to include a failure to prevent a decision); 


(b) at the time the decision was taken, the manager was aware of the risk that such a 
decision might cause the failure of the financial institution (or its group companies); 


(c) the manager’s conduct was ‘far below’ the reasonable standard expected from a per- 
son in such a position. 


This is committed if the senior manager responsible for the area where the breach occurred 
cannot demonstrate that they took reasonable steps to avoid or stop it.'”° Following that, 
the PRA published guidance for banks clarifying how it will exercise this new power; 
including examples of the kind of actions, which may constitute reasonable preventive 
steps and how firms and individuals may evidence them.” 

In parallel, the PRA sought to publish a Bank Corporate Governance Handbook that 
would offer greater clarity as it would identify some key issues for boards to consider, 
and to which the PRA pays close attention in the conduct of its supervision. ° The draft 
regulatory statement contained in the PRA’ consultation paper highlighted the collective 
responsibilities shared by board members,'”® which would act in complementary fashion 


191 The Commission was appointed by both Houses of the UK’s Parliament to consider and report on: (a) 
professional standards and culture in the UK banking sector, taking account of regulatory and competition 
investigations into the LIBOR rate-setting process, and (b) lessons to be learned about corporate governance, 
transparency, and conflicts of interest, and their implications for regulation and for government policy, and to 
make recommendations for legislative and other action. See on the mandate of the Commission and progress 
reports of its recommendations, Joint Select Committee, Parliamentary Commission on Banking Standards, 
www.parliament.uk/bankingstandards. 

1912 N, O'May, ‘Criminal liability for senior bankers, Norton Rose Fulbright, October 2014. 

2 PCBS Report (n. 190). 

13 Ibid., Vol II, 517, para. 1182. The Report added that such an offence would provide regulators with a tool 
to prosecute the most egregious of failings, ‘such as where a bank failed with substantial costs to the taxpayer, 
lasting consequences for the financial system, or serious harm to customers’ (ibid., para. 1183). 

124 Financial Services (Banking Reform) Act 2013, Part 4. 

For the regulatory offence of ‘misconduct’ see ibid., ss. 66A and 66B(1)-(5), (7). 

For the requirements of the ‘reasonable steps’ defence see ibid., s. 66A(6) and 66B(6). 

Bank of England, Press Release, ‘Prudential Regulation Authority sets out how it will hold senior man- 
agers accountable for failure to meet its requirements, 23 February 2015, 

128 See PRA, Consultation Paper, ‘Corporate Governance: Board Responsibilities—CP18/15; 21 May 2015. 

‘9° The PRA statement reflects to a great extent the Basel 2015 Principles and provides guidance on the 
PRAS expectations relating to setting strategy, culture, risk appetite and risk management, board composition, 
the respective roles of executive and non-executive directors, knowledge and experience of non-executive 
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with the individual responsibilities outlined in the PRA Senior Managers Regime.” These 
principles were reaffirmed in the PRAs 2016 supervisory statement.2” 


(iii) A criminal regime for senior managers 


The UK Financial Services (Banking Reform) Act 2013 introduced the possibility of 
criminal liability for senior bank management in the case of bank failure. Section 36 of the 
2013 Act creates a new offence ‘relating to a decision causing a financial institution to fail’, 
which may be committed where a senior manager of a financial institution:?” 


(a) takes, or agrees to the taking of, a decision by or on behalf of the financial institution 
as to the way in which the business of a group institution is to be carried on, or 

(b) fails to take steps that the senior manager could take to prevent such a decision being 
taken. 


The burden of proof is rather high and in order to establish liability the prosecution must 
show that: 


(a) at the time of the decision, the senior manager was aware of the possibility that the 
implementation of the decision may cause the failure of the group institution, 

(b) the conduct in relation to the taking of the decision must be falling far below what 
could reasonably be expected of a person in the specific senior manager’s decision, 
and, 

(c) the implementation of the decision causes the failure of the group institution.”° 


‘Senior management is defined as a person who carries out a specific function (as per sec- 
tion 37(7) and (8) of the Act) at a UK incorporated bank, investment bank, or a building 
society. Proceedings in respect of this offence may be instituted by the Financial Conduct 
Authority (FCA), the Prudential Regulation Authority (PRA), the Secretary of State, or the 
Director of Public Prosecutions. A successful conviction could lead to the individual being 
imprisoned for up to seven years and/or fined an unlimited amount.” 

However, the Act delineates an extremely narrow category of behaviour and the PRA 
has clarified that the new criminal offence will be subject to the usual standard of proof 
in criminal cases (‘beyond reasonable doubt’).”°° To be found guilty, the requisite person's 
decision must have ‘caused’ the bank's failure, they must have ‘been aware’ that their action 
could cause the failure of a bank or any of its group companies and their behaviour must 
have fallen ‘far below’ reasonably expected standards. How these issues will be interpreted 
will only become clear at the judicial stage.”°° 


directors, board time and resources, management information and transparency, succession planning, remu- 
neration, subsidiary boards, and board committees (ibid). 


200 See also PRA, ‘The Prudential Regulation Authority’s Approach to Banking Supervision, June 2014. 

201 PRA, ‘Corporate Governance: Board Responsibilities, Supervisory Statement $S5/16, 

March 2016. 

202 Financial Services (Banking Reform) Act 2013, s. 36(1)(a). 203 Tbid., s. 36(1)(b)-(d). 

204 Thid., s. 36(4). 

205 Bank of England, Press Release (n. 197). 

206 ‘For example, the government argued during the Parliamentary debates on the bill that “causing” the 
bank’s failure should be understood as having significantly contributed to the failure. However, this interpreta- 
tion is unsupported by a plain reading of the Act’ (N. O'May, ‘Criminal Liability for Senior Bankers, Norton 


Rose Fulbright, October 2014). 


106 PRINCIPLES OF BANKING LAW 


Moreover, while the new offence criminalizes individuals’ actions by holding them 
responsible for having caused the bank's failure, the cause of the failure will not usually 
be clear and decision-making in large institutions is frequently a collaborative process. 
Thus, the investigation process is bound to be lengthy and provide serious evidential chal- 
lenges. In addition, the prosecution will have to prove that a financial institution collapsed 
because of mismanagement as opposed to a systemic cause such as fluctuations in interest 
rates or exchange rates, interbank illiquidity, changes in government policy, or a combin- 
ation thereof with mismanagement only being a contributing factor.” 


D. REMUNERATION REGULATION 


The debate on whether law should be regulating banker's remuneration and to what extent, 
given that, in principle, senior managers compensation packages are no more than a private 
contract between the employee and the company (and by extension its shareholder-own- 
ers) is still raging in spite of substantial and detailed legislative and regulatory provisions 
regulating, in-depth, banker’s pay.”°* It is still debated whether it should be regulation and 
regulators and not bank owners that are responsible for setting executive remuneration at 
such a level as to incentivize performance and safeguard retention of key employees. 

In many ways Principle 11 of the Basel 2015 Principles, which adds a new concept of 
‘material risk-takers, i.e. employees with significant influence on the banking organization's 
overall risk profile, both sets the tone and encapsulates the kind of employee targeted by EU 
banker's pay regulations. Principle 11 provides that material risk-takers should have specific 
compensation provisions that reflect, contain, and minimize their risk-taking, including 
deferral of a sufficiently large portion of their compensation until after risk outcomes are bet- 
ter known. The 2015 Principles also include a recommendation that banking organizations 
act quickly to claw back compensation when necessary to improve the chances of recovery. 

In the EU the first substantial piece of pay regulation was CRD III, in force from 1 
January 2011, which introduced a number of remuneration requirements. These related to 
pay policy, governance, structure, and disclosure. The rules included provisions governing 
guaranteed bonuses, deferral of pay, payment in non-cash instruments, and the reduc- 
tion of deferred pay in certain circumstances (also referred to as ‘malus’). CRD IV adds a 
‘bonus cap’ and expands the existing provisions on remuneration committees, guaranteed 
bonuses, payment in non-cash instruments, malus, termination payments, and disclos- 
ure. Moreover, Article 75(1) of CRD IV requires competent authorities to collect regularly 
remuneration data and supply it to the EBA for benchmarking purposes and identification 
of remuneration trends and practices at an EU level.?°° 


Remuneration principles 


CRD IV (Articles 92-95) requests licensed institutions to set out remuneration policies 
for senior management, risk-takers, staff engaged in control functions, and any employee 
receiving total remuneration that takes them into the same remuneration bracket as senior 


207 N. O’May (n. 106) 

28 e.g. the UK government has resisted and attempted to politically and legally contest bonus caps, 
albeit unsuccessfully. See J. Titcomb, ‘UK’s last-ditch effort to overturn EU bonus cap, The Telegraph, 6 
September 2014. T. Worstall, ‘Chancellor George Osborne Withdraws ECJ Case over Bankers’ Bonuses’ 
Forbes, Economics/Finance, 21 November 2014. 

*° e.g. see EBA Report, ‘Benchinarking of Remuneration Practices at the European Union Level and Data on 
High Earners, EBA-OP-2016-05, 30 March 2016, available at www.eba.europa.eu/documents/10180/1359456/ 
EBA +Op-2016-05++%28Report+on+Benchmarking+of+Remuneration+and+High+Earners+2014%29. pdf. 
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management and risk-takers.*'° Requisite remuneration policies ought to comply with the 
following principles:?" 


(a) the remuneration policy must promote sound and effective risk management and 
should not encourage excessive risk-taking, determined with reference to the level 
risk tolerated by the institution; 


(b) the remuneration policy must be in line with the business strategy, objectives, 
values, and long-term interests of the institution, and incorporate measures to 
avoid conflicts of interest; 


(c) the institutions management body in its supervisory function adopts and periodic- 
ally reviews the general principles of the remuneration policy and is responsible for 
overseeing its implementation; 


(d) the remuneration policy is, at least annually, subject to central and independent 
internal review for compliance with relevant policies and procedures adopted by 
the management body in its supervisory function; 


(e) staff engaged in control functions must be independent from the business units they 
oversee and are remunerated in accordance with the achievement of the objectives 
linked to their functions, independent of the performance of the business areas 
they control; 


(f) the remuneration of the senior officers in the risk management and compliance 
functions is directly overseen by the remuneration committee established under 
Article 95 CRD IV or, if such a committee has not been established, by the manage- 
ment body in its supervisory function; 


(g) the remuneration policy must make a clear distinction between criteria for setting: 


(i) basic fixed remuneration, which should primarily reflect relevant professional 
experience and organizational responsibility; and 


(ii) variable remuneration which should reflect a sustainable and risk-adjusted 
performance as well as performance in excess of that required to fulfil the 
employee's job description. 


Bonus caps and other restrictions 

Moreover, CRD IV, reflecting concerns on the impact of bankers bonuses on risk- 
taking and the existence of perverse incentives within remuneration packages, regulates 
very strictly the variable element of remuneration of persons mentioned above and adds 
important dimensions: first a longer-term perspective and secondly a sense of collective 
achievement. Thus, Article 94 provides that: 


(a). where remuneration is performance related, the total amount of remuneration is 
based on a combination of the assessment of the performance of the individual and 
of the business unit concerned and of the overall results of the institution and when 
assessing individual performance, financial and non-financial criteria are taken into 
account; 


210 Under Art. 92(2) CRD IV risk-takers are ‘persons whose professional activities have a material impact 


on licensed institutions’ risk profile. 
211 Art. 92 CRD IV. In addition, reflecting the pervasive atmosphere of the post-2008 period, Art. 93 CRD 
IV set out additional remuneration restrictions in connection with institutions that have been the subject 


matter of a bailout. 
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(b) the assessment of the performance is set in a multi-year framework in order to ensure 
that the assessment process is based on longer-term performance and that the actual 
payment of performance-based components of remuneration is spread over a period 
which takes account of the underlying business cycle of the credit institution and its 
business risks.*"? 

In addition, CRD IV prohibits guaranteed variable remuneration as not consistent with 
sound risk management or the pay-for-performance principle with the exemption of hir- 
ing new staff by institutions with a healthy capital base and only for the first year of their 
contract.” 

Where, however, the Directives provisions become problematic is when they go 
beyond a requirement that fixed and variable components of total remuneration are 
appropriately balanced and regulate the mix between the two forms of compensation, a 
technique known as bonus caps. The clear problem with such caps is that key employees 
with negotiating power can force the institution to increase the fixed part of their pay, 
increasing the institution’s fixed costs and in a rather inflexible way. In addition, institu- 
tions under pressure from their key staff have invented new ways to bypass the cap such 
as staff allowances.” 

Accordingly, Article 94 requires that the variable component must be at a max- 
imum equal to the fixed component, or exceptionally (following a shareholder decision 
approved by a higher quorum than normal) up to a maximum of 200 per cent of the 
fixed component. In addition, in order to reflect long-term performance, at least 50 per 
cent of variable remuneration should consist of shares or equivalent ownership interests 
or Cocos 

Additional safeguards introduced by CRD IV refer to clawbacks and deferrals of pay- 
ment of up to five years of compensation.” This mechanism ensures that remuneration, 
including payment for the early termination payment of a contract, reflects perform- 
ance achieved over time and does not reward failure or misconduct. It also ensures that 
the measurement of performance used to calculate variable remuneration components 
includes an adjustment for all types of current and future risks, and takes into account the 
cost of the capital and the liquidity required.*”” 

Thus, first, a substantial portion, and in any event at least 40 per cent, of the variable 
remuneration component is deferred over a period which is not less than three to five years 
and is correctly aligned with the nature of the business, its risks, and the activities of the 
member of staff in question. In the case of a variable remuneration component of a par- 
ticularly high amount, at least 60 per cent of the amount shall be deferred. The length of the 
deferral period shall be established in accordance with the business cycle, the nature of the 
business, its risks, and the activities of the member of staff in question. Notably, the vari- 
able remuneration, including the deferred portion, is paid or vests only if it is sustainable 
according to the financial situation of the institution as a whole, and justified on the basis 
of the performance of the institution, the business unit, and the individual concerned.??* 

Secondly, up to 100 per cent of the total variable remuneration can be subject to malus 
or clawback arrangements. Institutions shall set specific criteria for the application of 


212 Art. 75(2) CRD IV has tasked the EBA with the specification of sound remuneration policies. In 
response the EBA has issued a Consultation Paper on ‘Draft Guidelines on sound remuneration policies under 
Article 74(3) and 75(2) of Directive 2013/36/EU and disclosures under Article 450 of Regulation (EU) No 575/ 
2013, EBA/CP/2015/03, 4 March 2015. 

213 Art. 94(1)(e) CRD IV. 214 See Titcomb (n. 208). 215 Art. 94(1) CRD IV. 

216 Thid. 217 Art. 94(1)(j) CRD IV. “8 Art. 94(1)(m) CRD IV. 
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malus and clawback. Such criteria shall in particular cover situations where the staff 
member:?”” 


(a) participated in or was responsible for conduct which resulted in significant losses to 
the institution; 


(b) failed to meet appropriate standards of fitness and propriety. 


Remuneration committees 


Finally, Article 95 requires that all institutions which are significant in terms of their size, 
internal organization, and the nature, scope, and complexity of their activities, establish 
a remuneration committee, which should be constituted in such a way as to enable it to 
exercise competent and independent judgement. The remuneration committee is respon- 
sible for the preparation of decisions regarding remuneration, including those which have 
implications for the risk and risk management of the institution concerned and which are 
to be taken by the management body. The Chair and the members of the remuneration 
committee shall be non-executive members of the management body of the institution 
concerned. 


219 Art. 94(1)(n) CRD IV. 
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FUNDAMENTAL PRINCIPLES 
OF BANK SUPERVISION 
AND THE LENDER 
OF LAST RESORT— A 
RECONCEPTUALIZATION 


I. INTRODUCTION* 


The preceding chapters discussed the most important aspects of contemporary bank regula- 
tion and critically evaluated the impact of recent reforms. This chapter turns to examine and 
explain the architecture and functions of bank supervision. Bank supervision is the process 
through which compliance with discussed prudential, conduct, and systemic regulations is 
safeguarded and enforced. It is normally exercised by public agencies that have the competence 
to approve the establishment and operation of credit institutions and monitor continuous com- 
pliance with the requisite regulatory framework. The same public bodies are vested with reme- 
dial (early intervention) and enforcement powers in the event of a breach of any of the above. 
Naturally, there would not have been any need for external supervision if banks could 
self-police themselves and the regulated could subscribe to the objectives of regulation. 
However, public (e.g. institutional safety and financial stability) and private (profitabil- 
ity, compensation) objectives and attendant incentives differ widely in the banking sector 
due to the existence of intrinsic information asymmetries, shareholder limited liability, 
and inherent reliance on high levels of leverage. Even where directors and senior man- 
agers become front-line supervisors, as is the case under the new risk management frame- 
work, a form of so-called ‘meta-regulation,' compliance is less the product of any belief 
in voluntary enrolment” and more the product of compulsion. Such compulsion largely 


* Aspects of this chapter draw on this concurrently authored working paper: E. Avgouleas, ‘Fundamentals 
of Bank Supervision and the Lender of Last Resort in the Post-2008 Era: A Critical Appraisal and Forward 
Looking Recommendations’ Centre for Banking and Finance Law, National University of Singapore, 2016, 
Edinburgh School of Law Research Paper No. 2016/24, November 2016. 


' “Meta-regulation refers to the methods that government or external regulators use to induce the regulated to 
develop their own internal, self-regulatory responses to public problems ... [it is} a method where the regulator 
attempts to harness the regulated firms’ risk management tools directly into the regulatory process and thus increase 
the penetration within regulated firms and individuals of the regulatory goals and objectives’ (F. Akinbani, ‘Is Meta- 
Regulation All Its Cracked Up to Be? The Case of UK Financial Regulation’ (2013) 14(1) Journal of Banking Regulation 
16-32). For a general discussion of meta-regulation see C. Coglianese and E. Mendelson, ‘Meta-Regulation and Self- 
Regulation’ in M. Cave, R. Baldwin, and M. Lodge (eds.), The Oxford Handbook on Regulation (OUP, 2010). For an 
earlier critique of meta-regulation-—focusing on the difficulty involved in building a shared understanding of regula- 
tion (and of its objectives) between the regulators and the regulated—see J. Black, ‘The Emergence of Risk-based 
Regulation and the New Public Risk Management in the United Kingdom (2005) Public Law (Issue 3) 512, 543-5. 


> See, in general J. Black, ‘Enrolling Actors in Regulatory Systems: Examples from UK Financial Services 
Regulation’ (2003) Public Law (Spring), 63-91. 
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reflects regulators’ pragmatic approach to resolve the still evident information asym- 
metries between senior bank management and bank regulators. Yet it might indeed plant 
the seeds of radical change in the banking sector’s culture and incentives. For now, though, 
effective supervision is at least as important, if not more, as the regulatory framework 
that underpins it. Gradual changes in the business models of credit extension, (dis)inter- 
mediation and alternative payment systems (jointly called FinTech) will increase rather 
than decrease the remit of financial supervisors, even if fractional reserve banks’ business 
turnover and balance sheet start shrinking soon.’ 

There is no clear distinction between the two different functions of bank regulators, 
i.e. regulation (rule-making/standard setting), on the one hand, and supervision on the 
other.* Thus, the distinction adopted in this chapter between the executive (supervision 
and enforcement) and rule-making functions (regulation) of public bodies overseeing 
financial sectors is mostly conceptual and far from being a clear-cut one. But it is increas- 
ingly gaining traction in regulatory practice.” According to the Board of the US Federal 


Reserve System, which acts as the chief microprudential regulator of the most important 
US banks:° 


Bank supervision involves the monitoring, inspecting, and examining of banking organiza- 
tions to assess their condition and their compliance with relevant laws and regulations ... Bank 
regulation entails issuing specific regulations and guidelines governing the operations, activi- 
ties, and acquisitions of banking organizations. l 


Lack of any capacity to supervise cross-border institutions and of any clear cooperation 
structures involving them, when it comes to crisis management, means that transnational 
regulatory networks should be understood as mere soft law regulators with no supervisory 
functions, notwithstanding their peer review competence. On the other hand, the bod- 
ies comprising the European System of Financial Supervisors have a more mixed regu- 
latory and supervisory remit, except the European Banking Authority (EBA), which is 


2 On the challenge of FinTech see Prudential Regulation Authority (PRA) Report on Retail Financial 
Services and Journal of Financial Perspectives, special issue: ‘FinTech: Who Will Disrupt the Disruptors, 
Winter 2015. 

4 E, Pan, ‘Challenge of International Cooperation and Institutional Design in Financial Supervision: Beyond 
Transgovernmental Networks’ (2010) 11 Chicago Journal of International Law 243-84. Earlier works which 
draw a distinction between bank regulation and supervision are R, M. Lastra, “The Governance Structure 
for Financial Regulation and Supervision in Europe’ (2003) 10 Columbia Journal of European Law 49 and C. 
Crawford Lichtenstein, “The Fed’s New Model of Supervision for “Large Complex Banking Organizations”: 
Coordinated Risk-based Supervision of Financial Multinationals for International Financial Stability’ (2005) 
18 Transnational Lawyer 283, 287-8. 

5 eg. the Board of the US Federal Reserve (FRB) explains its competence vis-a-vis the banks and simi- 
lar institutions within its remit as both supervision and regulation. See Board of Governors of the Federal 
Reserve System, ‘Mission, available at www.federalreserve.gov/aboutthefed/mission.htm. The FRB clarifies: 
‘The Federal Reserve has supervisory and regulatory authority over a wide range of financial institutions and 
activities ... The Federal Reserve has responsibility for supervising and regulating ... segments of the banking 
industry to ensure safe and sound banking practices and compliance with banking laws’ (US Federal Reserve 
System, ‘Supervision and Regulation, Ch. 5, 59, available at www.federalreserve.gov/pt/pdt/pf_S.pdf). It then 
explains: ‘Although the terms bank supervision and bank regulation are often used inter-changeably, they actu- 
ally refer to distinct, but complementary, activities’ (ibid). 

6 Ibid., Ch. 5, 59-60. Also the San Francisco Federal Bank, part of the US Federal Reserve System, speci- 
fies that ‘supervision’ in this context is described as involving the examination ‘of the financial condition of 
individual banks and evaluat[ion of] their compliance with laws and regulations: On the other hand, according 
to the same institution, ‘bank regulation involves setting rules and guidelines for the banking system: See the 
Federal Reserve Bank of San Francisco, ‘What is the Fed: Supervision and Regulation’ available at www. frbst. 
org/education/teacher-resources/what-is-the-fed/supervision-regulation. 
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predominantly a rule-making body.” Another conceptual distinction that reflects recent 
regulatory practice is that between microprudential and macroprudential regulators. Most 
of the post-reform microprudential regulators are either parts of a central bank ora wholly 
owned subsidiary of the central bank. 

Microprudential regulators like the US Federal Reserve Board have as their primary 
objective ‘evaluation of the overall safety and soundness of a banking organization.® 
Similarly, the primary objective of the UK’s Prudential Regulation Authority, a subsid- 
iary of the Bank of England (BoE), is to ‘promote the safety and soundness of the firms it 
regulates.” Moreover, central banks tend to be responsible for financial stability and thus 
act as the macroprudential supervisor’® or, at the very least, dominate macroprudential 
supervisory bodies."' This is a power/competence given to key central banks in addition to 
the exercise of their powers as monetary authorities. For example, the current mission of 
the Bank of England is to promote the good of the people of the United Kingdom by main- 
taining monetary and financial stability. The exception to this trend is the United States, 
where the systemic risk regulator, the Financial System Oversight Council, established 
under Title I of the Dodd-Frank Act, is a more pluralistic body in terms of composition 
and membership,” being chaired by the Secretary of the Treasury and housed at the US 
Department of the Treasury. 

The central bank is of course the public body that acts as the lender of last resort to the 
banking system and this offers a solid justification for this concentration of powers and 
influence within the central bank.’* But it also raises issues of governance and account- 
ability within the central bank alongside the question of how compatible are the price and 
financial stability objectives to be pursued by the same institution. Some of these issues 
will be discussed more extensively in Section II.D later. 

As a natural extension of their monitoring powers, bank supervisors have early inter- 
vention (formerly known as Prompt Corrective Action) powers and some role in bank 
resolution, even though, almost invariably, a bank entering into resolution becomes the 
primary responsibility of a specially designated resolution body (e.g. the Single Resolution 
Mechanism in the European Banking Union (EBU)"*) or of the Deposit Guarantee Scheme 


” See European Banking Authority, ‘Missions and Tasks, available at www.eba.europa.eu/about-us/ 
missions-and-tasks. 

* Board of Governors of the Federal Reserve System, ‘Mission’ available at www.federalreserve.gov/about- 
thefed/mission.htm. 

* See Bank of England, ‘Prudential Regulation Authority, available at www.bankofengland.co.uk/pra/ 
Pages/default.aspx. 

!° e.g. the US Federal Reserve Board states as two out of its four objectives: ‘Supervising and regulating 
banking institutions to ensure the safety and soundness of the nation’s banking and financial system and to 
protect the credit rights of consumers maintaining the stability of the financial system and containing systemic 
risk that may arise in financial markets. The other two are: ‘[C]onducting the nation’s monetary policy by 
influencing the monetary and credit conditions in the economy in pursuit of maximum employment, stable 
prices, and moderate long-term interest rates ... providing financial services to depository institutions, the 
U.S. government, and foreign official institutions, including playing a major role in operating the nation’s pay- 
ments system. Board of Governors of the Federal Reserve System, ‘Mission’ available at www.federalreserve. 
gov/aboutthefed/mission. htm. 

"= e.g., the Bank of England's Financial Policy Committee (FPC). See www.bankofengland.co.uk/about/ 
Pages/people/fpc.aspx. 

12 See Financial Stability Oversight Council (FSOC), ‘ESOC Member Agencies, available at www.treasury. 
gov/initiatives/fsoc/about/council/Pages/default.aspx. 

' D. Masciandaro, ‘Reconceptualizing Central Banking: From the Great Inflation to the Great Recession 
and Beyond’ in R. Buckley, E. Avgouleas, and D. Arner, Reconceptualising Global Finance and Its Regulation 
(Cambridge, Cambridge University Press, 2016), 107 et seq. 

'* Regulation (EU) No 806/2014 on the Single Resolution Mechanism, OJ 2014 L 225/1 30 July 2014. Run 
on an operational basis by the Single Resolution Board (SRB). See http://srb.europa.eu. 
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(e.g. the Federal Deposit Insurance Corporation in the USA).'° The exception here is the 
UK, where the Bank of England is designated to act as a resolution authority for Prudential 
Regulation Authority supervised financial institutions.’ 

The post-2008 crises have profoundly affected the style of bank regulation/supervi- 
sion. The latter even if, in principle, risk-based” and resources conscious,’® is in prac- 
tice detailed and intense. A detached analyst would observe that the supervisors are torn 
between upholding the prophylactic rules that are well enshrined in post-crisis prudential, 
as well as conduct and consumer protection, regulations and the need to concentrate their 
resources on the riskier operators and parts of the financial system. 

This chapter is in three parts with the present introduction. Part II will examine the 
fundamental principles of financial supervision and will focus on the issues of optimal 
regulatory architecture, regulatory accountability, supervisory powers, and the challenge 
of cross-border supervision. Part III discusses the general framework for the operation of 
the lender of last resort and the challenges it faces in the context of modern crises. 


II. FUNDAMENTAL PRINCIPLES 
OF FINANCIAL SUPERVISION 


A. THE QUESTION OF OPTIMAL REGULATORY ARCHITECTURE 


Broadly speaking there are three approaches to structuring the supervision/regulation of 
the financial sector: the institutional approach, the functional approach, and the object- 
ives-based approach. In practice, financial supervision and regulation can be organized as 
a combination of the three approaches.’ The institutional approach means that the regu- 
lator is essentially focusing on the supervision of individual institutions. It is regarded as 
very apt for the regulation of banks.” Its distinct advantage is that regulatory overlaps and 
turf-wars are avoided and there is a single public agency to hold accountable in the event 
of regulatory failure. On the other hand, disintermediation, diversity of activities, technol- 
ogy, and financial innovation are gradually rendering institutional regulation ineffective. 
Moreover, even after segregation and/or ring-fencing of certain banking operations, banks 
will keep raising consumer protection questions, which are better monitored by a conduct 
regulator. 

The functional approach focuses on the kind of business undertaken by financial firms. 
In principle, the functional approach provides three main benefits: (a) regulatory neu- 
trality, (b) a level playing field: the regulator applies the same rules to all regulated firms 


15 See www.fdic.gov. 

16 The Bank assumed responsibility for the resolution of a failing bank, building society, or investment 
firm, and their group companies, under the (amended) Banking Act 2009 (the Act) (see Bank of England, ‘Key 
Features of the Resolution Regime; available at www.bankofengland.co.uk/financialstability/Pages/role/risk_ 
reduction/srr/keyfeatures.aspx). 

17 On risk-based regulation, in general, see J. Black and R. Baldwin, ‘When Risk-based Regulation Aims 
Low: A Strategic Framework’ (2012) 6 Regulation and Governance 131-48. For a critique of the application of 
a mono-dimensional risk-based approach to financial regulation see I. Chiu and M. Andenas, The Foundations 
and Future of Financial Regulation: Governance for Responsibility (Abingdon, Routledge, 2013), 357 et. seq. 

18 PRAS and Single Supervisory Mechanisms supervisory approaches are analytically discussed in Chapter 5. 

19 C, Fay and N. Parent, ‘The Organizational Structure of Financial Market Regulation: Highlights trom the 
Literature’ (2004) Financial System Review 53-9. 

20 G. Di Giorgio, C. Di Noia, and L. Piatti, ‘Financial Market Regulation: The Case of Italy and a Proposal 
for the Euro Area, Wharton, Financial Institutions Center, Working Paper 00-24, 2000, 4-6. 
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that perform the same activity, and (c) it allows firms to select the precise services they 
wish to offer; and, thus, it best supports financial innovation.’ An important limitation 
of the functional approach in this era of complex and interconnected global markets is 
over-specialization, where the overall state of the regulated institution escapes regulatory 
attention.” Also serious issues of communication might arise between different regulators 
undermining system-wide supervision; a situation that can prove very problematic where 
a country has a large unregulated sector operating alongside the regulated institutions.” 

In practice the two approaches are complementary. Goodhart et al. have argued that 
a strict dichotomy between the institutions and functions-based approaches is mislead- 
ing.”* The financial sector needs to be regulated in a way that both safeguards financial 
jnstitution’s safety and soundness and fair conduct of business, especially fair treatment of 
customers.”° Given the financial stability externalities created by the operation of finan- 
cial institutions and especially by banks, analytically discussed in previous chapters, and 
the market failures—and often sharp practice that, on occasion, borders on fraud—that 
can pervade banks’ dealings with consumers, the mixed approach is the better argued and 
more justified. In addition, the mixed approach also allows for competitive regulatory 
neutrality securing a playing field for prudential regulation and equitable treatment of 
firms when it comes to compliance with conduct of business regulation. 

The most adaptable form of the mixed approach is the objectives-based approach under 
which financial intermediaries and markets are subject to oversight and scrutiny by more 
than one authority, each of which is responsible for one objective of regulation regardless 
of the legal form of the regulated intermediaries and/or of the activities they perform. The 
aim is to create a structure that reflects the objectives of regulation and, at the same time, 
promotes those objectives most effectively and efficiently.” An example of the objectives- 
based approach is the twin-peaks structure advocated by Taylor in 1995, which consists 
of only two regulatory agencies, one responsible for ensuring the soundness of the finan- 
cial system and the other focusing on consumer protection.” An important criticism of 
this model is that the number of regulators seems to depend on the view that each must 
have only one objective; but investor protection and systemic risk oversight are not easily 
separable.” The alternative would be consolidating all financial regulation within a single 
agency. Arguments in favour of a single regulator point to: 


~ efficiency gains: economies of scale and scope (synergies), which should lead to 
reduced regulatory costs; 


71 Fay and Parent (n. 19), 54. 2 Di Giorgio, Di Noia, and Piatti (n. 20), 6-7. 

*® e.g. the Chinese regulatory system with three sectoral regulators raises lots of these cross-sectoral super- 
vision problems due also to the existence of a large shadow banking sector. See more analytically E. Avgouleas 
and D. Xu, ‘Overhauling Chinas Financial Stability Regulation: Policy Riddles and Regulatory Dilemmas’ 
(2017) 4 Asian Journal of Law and Society 1-57, 

** C. Goodhart, P. Hartmann, D. T. Llewellyn, and L. Rojas-Suarez, Financial Regulation: Why, How and 
Where Now? (Central Bank Governor's Symposium, 1998), Ch. 8. 

25 Ibid. 26 Fay and Parent (n. 19), 54-5. 

*” M. Taylor, Twin Peaks: A Regulatory Structure for the New Century (London, Centre for the Study of 
Financial Innovation, 1995); M. Taylor, Peak Practice: How to Reform the UK’s Regulatory System (London, 
Centre for the Study of Financial Innovation, 1996). 

* See O. McDonald, ‘Financial Regulation in Germany and the UK: A Comparison, LSE Financial Markets 
Group, Special Paper series, Special Paper 82, February 1996. 

2 Goodhart et al. (n. 24), Ch. 8. For benefits of regulatory specialization see J. Coffee, ‘Competition versus 
Consolidation: The Significance of Organizational Structure in Financial and Securities Regulation’ (1995) 
50 The Business Lawyer 447-84. On the benefits of regulatory plurality and regulatory competition see R. 


Romano, ‘Empowering Investors: A Market Approach to Securities Regulation’ (1998) 107 Yale Law Journal 
2359-430. 
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~ greater transparency and accountability, because a simple regulatory structure should 
be easily understood and recognized; 


- better monitoring of diversified firms; 


= possible avoidance of problems such as competitive inequality, inconsistency, effort 
duplication, overlaps, and gaps; 


~ easier retention and utilization of expertise. 
On the other hand, convincing arguments against a mega-regulator include:*° 


= concentration of excessive power within one institution and a high likelihood that the 
institution might become too sluggish and bureaucratic and thus unable to speedily 
react to emerging or acute threats; 


- confusion over regulatory objectives; 


~ potential moral hazard resulting from the public perception that the risk spectrum 
among financial institutions has disappeared or become blurred; 


~ higher cost of regulatory failure if a single regulator adopts an inappropriate regula- 
tory regime. 


Until 2008, two discernible structures underpinned bank supervision. The first divided 
responsibility for prudential regulation and the second concentrated all regulatory/super- 
visory powers for the financial sector within a single institution, a mega-regulator. Some 
jurisdictions had hived off the prudential regulation of specified banks into separate regu- 
latory bodies with their own legislative regime, e.g. cooperative banks in some continental 
European jurisdictions and credit unions in the United States.’! Moreover, federal systems 
such as the United States and Germany had prudential regulation divided between state 
and central government.” 

In other jurisdictions, including the UK, all prudential and conduct regulation was 
entrusted to a single mega-regulator, in the case of the UK to the Financial Services 
Authority (FSA). But even where prudential regulation was entrusted to a single agency or 
a constellation of agencies independent of the central bank, the central bank still had some 
role in prudential regulation.’ It would have a large hand in supervising the payments 
system, it would be in possession of important information for prudential regulation, and 
it would be the body, which in a crisis would make available lender-of-last-resort facilities. 

In contrast, contemporary regulatory/supervisory structures in key Western jurisdic- 
tions (the EBU, USA, UK) look like a twin-peaks (plus) model. In the UK, the regulatory 
system comprises the Prudential Regulation Authority, the Financial Policy Committee 
(FPC), a Bank of England body, that is tasked with the supervision of systemic risk, and 
the Financial Conduct Authority (FCA). In the EBU, the role of the macroprudential 
(National Central Banks) and microprudential supervisor (predominantly the Single 
Supervisory Mechanism (SSM)) is more distinct than in the UK and the twin-peaks plus 
model becomes more complicated, reflecting path dependence, vested interests, and pol- 
itical realities within the Eurozone. 


3° Goodhart et al. (n. 24), Ch. 8. 

51 e.g. Act on Membership Banks 1996 (Sweden); 12 USC § 1757. 

32 See M. Gruson and U. Schneider, ‘The German Landesbanker’ [1995] Col. BLR 337, 378-9. 

33 C. Goodhart and D. Schoenmaker, ‘Institutional Separation between Supervisory and Monetary 
Agencies’ in C. Goodhart, The Central Bank and the Financial System (London, Macmillan, 1995). 
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B. SUPERVISORY POWERS 


(i) Overview 


Supervisory techniques utilized to safeguard the objectives of prudential (and conduct) 
regulation are discharged in addition to bank regulators’ rule-making powers. As a leading 
supervisor has put it:** 


‘[SJupervision’ and ‘regulation’ as terms are used interchangeably. That’s wrong ... Super- 
vision is about how we use [regulation] in practice. For me, two critical elements of 
supervision are that it is forward-looking, and it requires the use of judgement... Supervision 
is therefore a skill—in fact its quite a few skills. The essence of the job is to understand risks 
in firms, and where necessary to step in. 


The fundamental content and reach of supervisory powers is normally provided by sec- 
ondary legislation, and the agencies’ own rulebooks merely specify and elaborate further 
the ambit and style of exercise of what is prescribed by statute or Act of Parliament, or in 
the case of EU Member States by relevant directives and regulations.” Requisite supervis- 
ory powers/techniques include:*° 


e authorization (licensing) of the applicant institution and approval of ‘permitted 
activities’; 

e approval of senior management and other key employees through fit and proper 
regimes; 

e approval and regular testing of technological systems within licensed institutions; 


e securing regular reporting to regulators by the licensed institutions, including 
reporting on major shareholdings, capital and liquidity levels, risk positions and large 
exposures, and other major changes; 


e scrutiny of regulated (licensed) institutions business plans; 


e oversight of risk management and corporate governance practices of licensed 
institutions; 


e scrutiny of the recovery and resolution plans of licensed institutions;*’ 


e continuous monitoring including on-site inspections; 


** Emphasis added. See Andrew Bailey, keynote speech, the New York Federal Reserve conference, 
‘Defining the Objectives and Goals of Supervision, 18 March 2016, available at www.bankofengland.co.uk/ 
publications/Documents/speeches/2016/speech894.pdf. 

3 eg. CRD IV prescribes a host of supervisory powers extending from authorization and continuous 
monitoring to suspension of operating licences for breaches of the conditions of authorization including 
maintenance of minimum capital requirements (see Directive 2013/36/EU on access to the activity of credit 
institutions and the prudential supervision of credit institutions and investment firms OJ 2013 L 176/338, 
27.6.2013, Title II, Title IH, and Title IV). 

°° To a large extent, bank supervisory competences/powers follow the Basel template and thus they are 
rather similar across jurisdictions (see Basel Committee on Banking Supervision, ‘Core Principles for Effective 
Banking Supervision, revised September 2012). 

*” e.g. § 165(d) of the Dodd-Frank Act 2010 specified in 12 CFR, part 243 (Board of Governors of the 
Federal Reserve System) and 12 CFR, part 381 (Federal Deposit Insurance Corporation) requires that bank 
holding companies with total consolidated assets of $50 billion or more and non-bank financial companies des- 
ignated by the Financial Stability Oversight Council (FSOC) for supervision by the Federal Reserve periodically 
submit resolution plans to the Federal Reserve and the Federal Deposit Insurance Corporation. Each plan ‘must 
describe the company’s strategy for rapid and orderly resolution in the event of material financial distress or 
failure of the company, and include both public and confidential sections. See Board of Governors of the Federal 
Reserve System, ‘Resolution Plans, available at www.tederalreserve.gov/bankinforeg/resolution-plans.htm). 
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e regular capital and liquidity stress testing; 

e early intervention powers; 

e investigation and enforcement powers (sanctions); 
e (primary or auxiliary) resolution powers; 


e (primary or auxiliary) powers to promote competition. 


In addition, bank regulators, normally the conduct regulators (e.g. the FCA), have monitoring 
and enforcement powers as regards compliance with conduct and consumer protection rules, 
the market integrity rule book, and anti-money laundering and terrorist financing regulations. 

The first barrier to entry facing those who intend to operate a licensed bank is meeting the 
requirements for authorization (licensing). Authorization is central to the prudential regulation 
of banking, but there can be a tension between the goals of authorization, on the one hand, and 
the monopoly effects produced by preventing entry, on the other. Nevertheless, as discussed in 
Chapters 1 and 2, banking is a business that generates serious externalities and requires height- 
ened ex ante administrative controls and continuous monitoring against the risk of abuse. Thus, 
entrusting its orderly and smooth function to market competition is simply not possible. 

Uniform bank licensing requirements have been in place across Europe since the First 
Banking Directive of 1977.** The notion is of preventing undesirable activity by obliging 
those who provide banking services to meet a range of standards and threatening to withdraw 
approval in the event of any breach of standards.” While authorization can be a very power- 
ful tool of control, its success depends on the thoroughness of the vetting, and the extent to 
which the behaviour of those authorized is effectively monitored. Similarly, the capacity of the 
regulatory authority to take disciplinary action against those who infringe its standards is of 
critical importance. 

The gradual homogenization of bank supervisory powers across the globe does not 
mean symmetrical supervision capacity. The priorities, properties, and characteristics of 
financial systems differ from jurisdiction to jurisdiction and thus they present different 
challenges. Moreover, supervisors may not share entirely symmetrical mandates, mak- 
ing, especially, cross-border supervision and enforcement problematic, notwithstanding 
the asymmetrical incentives facing host and home supervisors. Divergences, however, are 
fewer than in the past. According to the Basel Committee on Banking Supervision review 
of its ‘Core Principles’ in 2012 the areas where supervision required to be strengthened 
were more or less the same as those where regulatory standards have tightened or the 
regulatory approach is radically altered. Specifically, the Basel Committee on Banking 
Supervision review highlighted: 


e the need for greater supervisory intensity and provision of adequate resources to deal 
effectively with systemically important banks; 

e the importance of applying a system-wide, macro perspective to the micropruden- 
tial supervision of banks to assist in identifying, analysing, and taking pre-emptive 
action to address systemic risk; 

e the need to place increased focus on effective crisis management, recovery and reso- 
lution measures to reduce both the probability and impact of a bank failure; 

e the need to adopt enhanced focus on improving bank corporate governance and risk 
management aided by improved financial reporting and external audit.”® 


38 Directive 77/780/EEC [1977] OJ L322/30. 
3° A. Ogus, Regulation: Legal Form and Economic Theory (Oxford, Clarendon, 1994), Ch. 10. 


4° See Basel Committee on Banking Supervision (n. 36). 
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(ii) The thorny and complex matter of financial conglomerate supervision 


Ring-fencing in the UK and activity separation in the US have radically reversed the 1990s 
and early 2000s trend towards conglomeration within the financial services industry. But 
they have not done anything to reverse the consolidation that took place during that period. 
If anything the ‘forced’ mergers that followed the 2008 crisis intensified industry concentra- 
tion. On the other hand, even if on the wane, financial conglomerates,” namely, large finan- 
cial groups active in different financial sectors, often operating across borders, can remain 
a matter of serious concern for national regulators as there are often dark spots within such 
conglomerates that are hard to be identified by regulators’ spotlights. The corporate structure 
of these groups may be very complex and driven by tax or regulatory arbitrage or organiza- 
tional efficiency considerations. Moreover, the group or individual entities within the group 
are often systemically important, either in one Member State or for the EU as a whole. 

The EU Financial Conglomerates Directive“? and more recent legislation** have aimed 
to enhance the prudential soundness and effective supervision of financial conglomerates 
and to promote convergence in national supervisory approaches, and between sectors to 
enhance financial stability and improve protection of depositors, insurance policy hold- 
ers, and investors. The review of the 2002 Directive will widen the supervisory ambit to 
include non-regulated entities, in particular special purpose vehicles, and develop a risk- 
based application of the waivers available to supervisors while limiting the use of such wai- 
vers. Also the review extends to systemically important financial conglomerates, reflecting 
the evolving Financial Stability Board standards in this area. 

As a first step the 2011 Directive expanded the meaning of mixed financial holding 
companies.** It also redefined and widened the meaning of ‘competent’ and ‘relevant com- 
petent authority, ‘intra-group transactions,*° and ‘risk concentration.*® Finally, the 2011 
Directive clarified when activities of the group mainly occur in the financial sector*” and 
when activities by group entities in different financial sectors are significant.** EU initia- 
tives in this area must be seen in the context of global efforts to harmonize the supervision 
of financial conglomerates especially on a cross-border level.*” 


*" A complex legally binding definition of what constitutes a financial conglomerate is offered in Art. 1(14) 
of the Directive 2002/87/EC on the supplementary supervision of credit institutions, insurance undertakings 
and investment firms in a financial conglomerate, OJ 2003 L035/001, 11 February 2003. 

* Directive 2002/87/EC. 

“ Directive 2011/89/EU as regards the supplementary supervision of financial entities in a financial con- 
glomerate, OJ 2011 L 326/113, 8 December 2011. 

** Ibid., Art. 2: ‘“Mixed financial holding company” means a parent undertaking, other than a regulated 
entity, which, together with its subsidiaries—at least one of which is a regulated entity which has its registered 
office in the Union—and other entities, constitutes a financial conglomerate’ 

amid 

** ““[R]isk concentration” means all risk exposures with a loss potential which is large enough to threaten 
the solvency or the financial position in general of the regulated entities in a financial conglomerate, whether 
such exposures are caused by counterparty risk/credit risk, investment risk, insurance risk, market risk, other 
risks, or a combination or interaction of such risks’ (ibid.). 

*” ‘[When] the ratio of the balance sheet total of the regulated and non-regulated financial sector entities in 
the group to the balance sheet total of the group as a whole should exceed 40%’ (ibid.). 

** When ‘for each financial sector the average of the ratio of the balance sheet total of that financial sector 
to the balance sheet total of the financial sector entities in the group and the ratio of the solvency requirements 
of the same financial sector to the total solvency requirements of the financial sector entities in the group ... 
exceed[s] 10%’ (ibid.). 

*° See Basel Committee on Banking Supervision—Joint Forum, ‘Principles for the Supervision of Financial 
Conglomerates, September 2012. See also for more recent policy document releases and review, the dedicated 


Basel Committee on Banking Supervision site: ‘Basel Committee—Financial Conglomerates, available at www. 
bis.org/list/bcbs/tid_140/index.htm. 
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The more recent EU framework for the supervision of financial conglomerates focuses 
on comprehensive and adequate monitoring of group risks in large, complex, internation- 
ally operating financial conglomerates, as well as the supervision of the group-wide capi- 
tal policies of such groups. It was deemed that this was only possible when competent 
authorities could gather supervisory information and plan supervisory measures beyond 
the national scope of their mandate. Therefore, competent authorities are required to 
coordinate supplementary supervision on internationally operating financial conglom- 
erates, and corporate developments will be monitored by the EU European Supervisory 
Authorities (ESAs)*° (in the case of banks by the EBA). The colleges of financial con- 
glomerates’ relevant competent authorities (acting in accordance with the supplementary 
nature of Directive 2002/87/EC) should not duplicate or replace but should, rather, add 
value to the activities of existing colleges relevant to the banking and insurance subgroups 
within those financial conglomerates. A separate college of supervisors is set up to oversee 
a financial conglomerate where neither a banking nor an insurance sectoral college is in 
place.*’ Moreover, in order to harmonize and standardize applicable standards, the ESAs 
have issued joint guidelines for the supervision of financial conglomerates in the EU.°? 


C. THE CROSS-BORDER CHALLENGE—CONSOLIDATED 
SUPERVISION, THE EU BANKING PASSPORT, AND 
THE FINANCIAL STABILITY TRILEMMA 


(i) Overview 


The supervisory position becomes more complicated with cross-border banking. If a bank 
operates in a foreign (host) jurisdiction it will generally be subject to some sort of prudential 
regulation in both home and host jurisdictions. The minimum standards for international 
banking groups established by the Basel Committee on Banking Supervision require all 
international banks to be supervised by a home-country regulator which capably performs 
consolidated control.’ Principle 13 of the Basel Committee on Banking Supervision Core 
Principles requires that home supervisors identify and establish bank-specific supervisory 
colleges ‘for banking groups with material cross-border operations to enhance its effective 
oversight, taking into account the risk profile and systemic importance of the banking group 
and the corresponding needs of its supervisors. The structure of the college must reflect the 
nature of the banking group and the needs of its supervisors and may include a core college 
and/or other variable structures drawn along the business lines operated by the supervised 
institution.** However, the principles and the existence of supervisory colleges would not, in 


50 Art. 2a and Recs. 4 and 5 Directive 2011/89/EU. 5) Ibid., Art. 2(2). 

52 ESMA, EBA, and EIOPA Joint Committee, ‘Joint Guidelines on the convergence of supervisory prac- 
tices relating to the consistency of supervisory coordination arrangements for financial conglomerates, JC/ 
GL/2014/01, 22 December 2014. To meet the objectives of supplementary supervision, the Joint Guidelines 
cover the following areas: (a) mapping of the conglomerate structure and written agreements, (b) coordination 
of information exchange in going concern and emergency situations, (c) supervisory assessment of finan- 
cial conglomerates, (d) supervisory planning and coordination of supervisory activities in going concern and 
emergency situations, and (e) decision-making processes among the competent authorities (ibid.). 

53 The first Basel Committee on Banking Supervision statement on the matter was: ‘Consolidated Supervision 
of Banks’ International Activities, March 1979. The relevant Basel documents are repeated and incorporated in 
Principle 12 (Consolidated Supervision) of the Basel Committee on Banking Supervision Core Principles for 
Effective Bank Supervision 2012. Principle 12 provides: ‘An essential element of banking supervision is that the 
supervisor supervises the banking group on a consolidated basis, adequately monitoring and, as appropriate, 
applying prudential standards to all aspects of the business conducted by the banking group worldwide. 

5* Ibid., Principle 13. 
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the absence of further legal provisions or bilateral regulatory arrangements, prevent host- 
country regulators from imposing restrictive measures to satisfy their prudential concerns. 

In general, cross-border supervision can be a vexed issue as host and home regulators 
will face different sets of incentives; one of them, normally the home regulator, is bound 
to feel disincentivized to act if problems with bank branches or cross-border activity raise 
bigger concerns in the host rather than the home country. Normally, home regulators 
being faced with such asymmetric incentives will either forbear or be very slow to act to 
rectify a critical situation in order to both avoid the reputation cost or any financial impli- 
cations of such action, especially in the absence of cross-border burden-sharing agree- 
ments." The best example here is of course the failure of Icelandic banks, discussed later, 
whose close relationship with home authorities and contribution to the country’s GDP 
meant that very few measures were taken by the home authorities to avert a crisis that hit 
hard the host markets.*° 

The majority of cross-border supervision arrangements in the post-2008 period involve 
colleges of supervisors, whose operation and acceptance of decisions is based on a multi- 
tude of Memorandums of Understanding (MOUs).*’ This arrangement has been found 
unsatisfactory by a number of key jurisdictions, chiefly the USA, which are rapidly turning 
to localization/subsidiarization techniques to alleviate prudential concerns, at least in the 
case of the biggest foreign bank operations.”® 


(ii) EU banking passport, the financial stability trilemma, and 
the European Banking Union 


Under CRD IV and its predecessor directives, EU banks authorized in one Member 
State can freely establish branches and provide services in other Member States.” The 
home jurisdiction of a bank exercises the important prudential tasks in relation to the 
branches thus established, and services offered, elsewhere in the EU. The host jurisdiction 
had, before the enactment of the EU Bank Recovery and Resolution Directive (BRRD)*°° 
and the advent of the European Banking Union, some authority, but this was mainly in 
the non-prudential sphere. Notably, the host state could take appropriate measures in the 
interest of the general good.*' The width of this power was undefined. In other contexts 


5 E. Avgouleas, C. Goodhart, and D. Schoenmaker, ‘Bank Resolution Plans as a Catalyst for Global 
Financial Reform’ (2013) 9(2) Journal of Financial Stability 210-18; C. Goodhart and D. Schonemaker, ‘Fiscal 
Burden Sharing in Cross-border Banking Crises’ (March 2009) International Journal of Central Banking 141. 

°° See E. Avgouleas, Governance of Global Financial Markets—The Law, the Economics, the Politics 
(Cambridge, Cambridge University Press, 2012), 277-9. 

°” For the structure of international bank supervision exercised through MOUs and colleges of super- 
visors following the requisite resolutions of the Washington G20 (‘Washington Action Plan, Washington DC, 
15 November 2008, para. 35) see Basel Committee on Banking Supervision, ‘Good Practice Principles on 
Supervisory Colleges—Final Document’, October 2010, available at www.bis.org/publ/bcbs177.pdf. 

** From 1 July 2016 foreign banking organizations with US non-branch assets of $50 billion or more are 
required to establish a US intermediate holding company over their US subsidiaries. The foreign-owned US 
intermediate holding company generally will be subject to the same risk-based and leverage capital standards 
applicable to US bank holding companies. The intermediate holding companies will also be subject to the 
Federal Reserve's rules requiring regular capital plans and stress tests. See Federal Reserve System, “Enhanced 
Prudential Standards for Bank Holding Companies and Foreign Banking Organizations’ final rule, 12 CFR 
Part 252, 27 March 2014. 

°° CRD IV, Title V. 

®© Directive 2014/59/EU establishing a framework for the recovery and resolution of credit institutions and 
investment firms, OJ 2014 L 173/190, 12 June 2014. 

6 This exemption is now much narrower under CRD IV (Art. 36 and Rec. 22), which aimed at maximum 


harmonization of prudential requirements not just by means of the provisions of the CRD and the CRR but 
also through EBA harmonized supervisory standards. 
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the European Court of Justice had indicated that it would not allow host-country restric- 
tions to operate on services if they discriminate, duplicate home-jurisdiction rules, or are 
not objectively justified or proportionate to the result to be achieved.” 

The fact is that host states have a legitimate concern in regulating the branches of banks 
from other Member States as well as cross-border provision of services, especially of 
deposit taking. Admission to payment and settlement systems is one means whereby fail- 
ure of a branch from another Member State could expose a central bank or host-state banks 
to systemic risk. The other is the matter of deposit protection and the overall financial 
stability risk that an inadequately-regulated-in-its-home-country bank with cross-border 
operations or branches can create for the host country market when it fails. The best 
example of occurrence of the latter risk is the turmoil created in host jurisdictions by the 
failure of Icelandic banks in 2007, which offered deposit-taking services either cross-border 
or more rarely through branches,°* and created turmoil in, at least, three host markets (the 
UK, Luxembourg, and Germany).** The same was the case with the failure of Dexia and 
Fortis banks and the concerns their cross-border activities created for host regulators.°° 

These financial stability concerns had already been highlighted in a seminal paper by 
Dirk Schoenmacker and Sander Osterloo, who described the policy trade-off facing the EU 
internal market in financial services as a ‘financial (stability) trilemma.®° This was an adap- 
tation of the famous monetary policy dilemma of the 1960s that exhibited the impossibility 
ot the concurrence of (a) a fixed exchange rate regime, (b) capital mobility, and (c) national 
independence in monetary policy.*’ Schoenmacker and Osterloo held that the concurrence 
of national financial regulation over banks, an integrated banking market for financial ser- 
vices, and financial stability was impossible and thus something would have to give.°* 

To deal with the financial stability trilemma as much as to tackle the doom loop linking 
bank indebtedness to sovereign indebtedness and vice versa, the Eurozone established, by 
means of an arrangement between Eurozone Member States, a European Banking Union 
with a single cross-border supervisor, the Single Supervisory Mechanism (SSM), as one of 
its centrepieces. Even after these recent developments and the drafting/implementation of 
common rule books, tensions between the EBU bodies and non-EBU European supervisors 
may not be ruled out, especially when it comes to early intervention measures concerning 


62 e.g. Case 205/84 Commission v. Germany [1986] ECR 3755; Case C-384/93 Alpine Investments BV v. 
Minister van Financiën [1995] ECR I-1141; Case C-233/94 Germany v. European Parliament and the Council 
of the European Union [1997] ECR I-2405; Société Civile Immobilière Parodi v. Banque H Albert De Barg et 
Cie [1997] All ER (EC) 946. See E. Lomnicka, “The Home Country Control Principle in the Financial Services 
Directives and the Case Law’ [2000] EBLR 324; P. Nielsen, Services and Establishment in European Community 
Banking Law (Copenhagen, DJ@F, 1994), 238 et sqq.; European Commission, Commission Communication, 
Freedom to provide services and the interest of the general good in the Second Banking Directive [1997} OJ 
C209/6. 

5 The most characteristic example is the case of the Icelandic bank Landsbanki, which also raised EU 
passporting issues, due to the inability of the UK (as a host regulator) to intervene early to prevent the collapse 
of the UK branch (see FSA, ‘A Regulatory Response to the Global Banking Crisis, Discussion Paper DP09/2, 
March 2009, 57). 

64 See for the reaction of host authorities in the UK, Germany, and Luxemburg to the failure of Icelandic 
banks and the radical measures they took, including Icelandic banks’ asset freezing and confiscation, to pro- 
tect domestic financial stability and local depositors, Basel Committee on Banking Supervision, ‘Report and 
Recommendations of the Cross-border Bank Resolution Group, Basel, September 2009, 12 et seq. 

6 For the Dexia and Fortis failures see ibid., 10-12. 

66 D, Schoenmaker and S. Osterloo, ‘Financial Supervision in an Integrating Europe: Measuring Cross-bor- 
der Externalities’ (2005) 8 International Finance 1-27. 

87 See also D. Schoenmaker, ‘The Trilemma of Financial Stability, mimeo, University of Amsterdam, 8 
September 2008. 

Didi 
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branches. The establishment of EU-wide supervision and resolution colleges (under the 
BRRD, discussed in Chapter 5) cannot eliminate the existence of conflicting incentives 
between home and host (and room for regulatory forbearance), as in any other context. In 
response to this concern non-EBU EU members increasingly moved towards de facto fur- 
ther localization/subsidiarization negating the spirit of the EU single market project. 

On the other hand, developments surrounding the result of the UK’s EU Referendum of June 
2016 may reverse this trend, especially if UK negotiators do not safeguard the banking direc- 
tives’ passport. In that case, while the UK may proceed on the basis of equivalence provisions to 
cancel the prudential carve-out offered in General Agreement for Trade in Services (GATS), 
the rest of the EU regulatory regimes remaining outside the EBU will probably subject them- 
selves to the ‘suzerainty’ of the larger jurisdiction (the EBU), leading to a possible reversal of 
subsidiarization and the extension of SSM’s jurisdiction over the whole of the EU-27. 


D. BANK SUPERVISORS’ ACCOUNTABILITY 
AND JUDICIAL REVIEW 


(i) Governance and accountability 


The widespread powers bank supervisors enjoy, especially in the post-2008 period, both 
in the context of bank resolution and early intervention (discussed in Chapter 5) and in 
the ordinary course of discharging their supervisory and enforcement powers, ought to be 
subject to a strict accountability framework. This is especially the case with central banks, 
which combine monetary policy powers, financial stability (macroprudential) and bank 
supervision (microprudential) competences and the lender of last resort function. Mere 
enumeration of financial regulators’ powers and especially of central bank competences is 
sufficient to show that these have become among the most powerful national institutions, 
with the bigger ones clearly exerting regional or global influence. 

The demand for accountability for financial regulators goes way beyond a mere review 
of their supervisory and enforcement decisions and of due process, and cuts deep into the 
democratic edifice and decision-making in modern Western societies, notwithstanding 
the traditional independence enjoyed by the central banks in the exercise of their monet- 
ary powers since the 1990s. Thus, in most systems there is a loose mechanism of political/ 
parliamentary accountability. 

For example, the activities of the UK regulators are reviewed by the Treasury Select 
Committee of the House of Commons, while the governor and deputy governors of the 
Bank of England are accountable to the court of the Bank and, in particular, its oversight 
committee, which is an internal body.’® In addition, Part 6 of the Financial Services Act 
2012 (‘the Act’) requires the UK regulators to maintain a complaints scheme for the inves- 
tigation of complaints arising in connection with the exercise of, or failure to exercise, any 
of their relevant functions. The regulators are also required to appoint an independent 


* The prudential carve-out gives national governments freedom to regulate the financial sector for pru- 
dential reasons, notwithstanding any commitments made under the General Agreement on Trade in Services 
(GATS), paragraph 2(a) of the Annex on Financial Services. For recent case law about the ambit of the carve- 
out see WTO, Argentina—Measures Relating to Trade in Goods and Services (9 May 2016) WT/DS453/12, 
available at www.wto.org/english/tratop_e/dispu_e/cases_e/ds453_e.htm. 

7? “The Bank demonstrates its accountability to Parliament principally through the House of Commons 
Treasury Committee, before which the Governors, Executive Directors and external MPC and FPC members 
regularly appear. The Bank is overseen by a unitary board of directors, known as Court ... The Oversight 
Committee of Court, consisting solely of non-executive directors and supported by an Independent Evaluation 
Office, reviews and reports on all aspects of the Bank's performance’ (see Bank of England, ‘How Are We 
Governed?, available at www.bankofengland.co.uk/about/Pages/governance/default.aspx). 
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person (referred to from this point as the Complaints Commissioner) to be responsible for 
the conduct of investigations in accordance with the complaints scheme (‘the Scheme).”! 
But the Scheme merely scrutinizes complaints against the Prudential Regulation Authority 
and the Financial Conduct Authority (FCA) in relation to any instance of mistake, unpro- 
fessional conduct, unreasonable delay, bias, or lack of integrity on the Authority's part. 
Complaints about policy or regulatory decisions are not covered.” 

The accountability framework of the ECB in discharging its supervisory competence 
in the guise of the SSM seems quite wide. Under the SSM Regulation (Article 20 of 
Regulation (EU) No 1024/2013 (‘the SSM Regulation’))’* the ECB in its supervisory cap- 
acity is accountable to the European Parliament and the euro members’ grouping of the 
EU Council (the Eurogroup). How the accountability requirements are to be fulfilled in 
practice is clarified in an Interinstitutional Agreement between the European Parliament 
and the ECB”* and an MoU between the ECB and the European council.” The main chan- 
nels of accountability in this case are parliamentary hearings and exchange of views in 
the Eurogroup. And also by means of written questions addressed by members of the 
European Parliament or of the Eurogroup to the chair of the supervisory board and by 
means of detailed annual reports submitted by the ECB to the European Parliament, the 
EU Council, the Eurogroup, the European Commission, and the national parliaments of 
participating Member States. ECB annual reports explain how it has carried out its super- 
visory tasks (Articles 20 and 21 of the SSM Regulation). However, the complexity and, in 
some cases, unpredictability of the scenarios in which bank regulators are involved means 
that in many cases political accountability can be very attenuated. 

A key issue in this context is whether central banks that enjoyed very strong constitutional 
safeguards’® in discharging their monetary policy duties should continue enjoying this level 
of independence and immunity now that they discharge executive competences such as car- 
rying out the tasks of bank supervision and resolution.” For example, Charles Goodhart 
has argued before a House of Commons Committee that the Bank of England Court is not 
the right body to hold the Bank of England executive accountable with respect to financial 


71 See The Bank of England, the Financial Conduct Authority, and the Prudential Regulation Authority, 
Complaints against the Regulators: The Complaints Scheme, updated March 2016. 

= Tid, Pt 3. 

73 See Bank of England, ‘How Are We Governed?’ available at www.bankofengland.co.uk/about/Pages/ 
governance/default.aspx. 

74 See ‘Interinstitutional Agreement between the European Parliament and the European Central Bank on 
the practical modalities of the exercise of democratic accountability and oversight over the exercise of the tasks 
conferred on the ECB within the framework of the Single Supervisory Mechanism’ (2013/694/EU), OJ 2013 L 
320/1, 30 November 2013. 

75 “The ECB is therefore accountable for the implementation of that Regulation to the European Parliament 
and the Council as democratically legitimised institutions representing the citizens of the Union and the 
Member States’ (see ‘Memorandum of Understanding between the Council of the European Union and the 
European Central Bank on the cooperation on procedures related to the Single Supervisory Mechanism 
(SSM), December 2013, Rec. D). 

76 eg. Art. 19 of the SSM Regulation provides: ‘When carrying out the tasks conferred on it by this 
Regulation, the ECB and the national competent authorities acting within the SSM shall act indepen- 
dently ... and shall neither seek nor take instructions from the institutions or bodies of the Union, from any 
government of a Member State or from any other public or private body ... The members of the Supervisory 
Board and the steering committee shall act independently and objectively in the interest of the Union as a 
whole and shall neither seek nor take instructions from the institutions or bodies of the Union, from any gov- 
ernment of a Member State or from any other public or private body: 

77 See K. Alexander, ‘The ECB and Banking Supervision: Building Effective Prudential Supervision?’ (2014) 


33(1) Yearbook of European Law 417-32. 
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stability issues, rather this oversight role is for Parliament and the government, who should 
hold the Bank accountable for its financial stability decisions.’* 

Another much discussed issue is whether macroprudential/financial stability and mon- 
etary policy powers should be discharged by the same institution and whether there could 
be a feasible institutional structure that would separate the exercise of the two possibly 
conflicting remits.”? In this environment the way supervisors are structured/organized, 
and their internal governance and monitoring processes, become as important as outside 
accountability mechanisms. 


(ii) Judicial review 

Open-textured discretion, along the lines enjoyed by the Prudential Regulation Authority 
and FCA under the Financial Services and markets Act 2000 (FSMA 2000) demands legal 
review. Thus, all key supervisory and enforcement decisions issued by the UK regulators 
can be appealed against in the UK’s Financial Services Tribunal (sections 55, 57, and 62 
of ESMA 2000), a specially constituted adjudicatory body completely independent from 
the UK regulators and/or the government. A special tribunal is justified on the basis of the 
special nature of financial services regulation and the consequent need for expertise. In 
fact, in reaching a decision, the Tribunal has considerable leeway: it may consider any evi- 
dence, whether or not available to the UK regulators at the time of its decision, must deter- 
mine what action the regulators must take, and may also make recommendations as to 
their regulatory provisions or procedures.” In addition, certain decisions of the Tribunal, 
especially those relating to financial crime and deprivation of personal freedom or signifi- 
cant business and financial detriment may be appealed to the courts and a direct approach 
to the courts though judicial review is generally available." 

Accordingly, under FSMA 2000, when the Prudential Regulation Authority refuses per- 
mission, incorporates limitations, or imposes requirements in relation to permission on 
its own initiative, it must give the bank concerned notice.** This triggers the bank's right 
to be given reasons and, in some cases, access to material on which the notice was based.*? 
Ultimately, a bank can have a matter decided by the Tribunal, and after consideration by 
it a point of law can be referred to the courts. Similarly, FCA enforcement decisions with 
respect to market abuse can be referred to the Tribunal (section 127 of FSMA 2000). 


(iii) Legal remedies 


Whether bank regulators are accountable depends partly also on the general law. It might 
be said that the regulators should never have licensed a bank in the first place, that they 


7 Charles Goodhart, answering q. 148, House of Commons, Oral Evidence taken before the Treasury 
Committee, Corrected Transcript of Oral Evidence to be published as HC 874-ii, 23 May 2011, available 
at http://www.publications.parliament.uk/pa/cm201012/cmselect/cmtreasy/874/110323.htm. See also C. 
Goodhart, “The Macro-Prudential Authority: Powers, Scope and Accountability, Special Paper 203, LSE FMG 
series, October 2011, 33-4, available at www.lse.ac.uk/fmg/workingPapers/specialPapers/PDF/ SP203.pdf. 

” Dr Sushil Wadhwani, a former member of the Bank of England’s Monetary Policy Committee, explained 
this issue before a House of Commons committee as follows: ‘If, for example, it turns out that we get another 
housing boom and the FPC wants to tighten lending requirements and it essentially increases capital require- 
ments, which then widens lending margins and it puts rates up, that will then slow the economy and by slowing 
the economy might then lead the MPC to expect inflation to undershoot the target. There is then a risk that 
the MPC responds to this by cutting interest rates, and you then get into this unproductive game. The other 
issue that this raises is related to accountability, because the FPC might come here and say to you that we did 
increase capital requirements but we were not successful because the MPC actually cut interest rates’ (see 
House of Commons (n. 78), answering q. 143). 

8° FSMA 2000, s. 133. * cf. R. v. Bank of England, ex p. Mellstrom [1995] CLC 232. 

°? FSMA 2000, ss. 55, 56, 57(2)-(5), and 63B. °° FSMA 2000, Pt. XXVI. 
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failed to monitor it adequately, that they should have closed it earlier, and so on. With 
hindsight it will often be possible to say that some things were done inadequately, or could 
have been done differently. But in everyday practice regulatory decisions can turn on fine 
and difficult judgements. In times of crisis, decisions have to be made on limited informa- 
tion and in a short space of time. In fact, the weight of English authority is against making 
regulators liable for losses sutfered by individual depositors and investors. There is a not 
unnatural judicial reluctance to second-guess the regulators. Moreover, since this is the 
realm of pure economic loss, the English courts hesitate in awarding damages because of 
the large, unquantifiable amounts which may be involved. 

Doctrinally, when presented with negligence actions against bank regulators, the courts 
have held that no duty of care exists. Reference has been made to the delicate nature of 
decision-making and the fact that imposing a duty would, in effect, be making bank 
regulators liable for the default of a banks management, over which they cannot in prac- 
tice exercise great control." In addition, one of the current conceptual prerequisites for 
duty— proximity’ between the regulators and those suffering loss—has been found want- 
ing. Breach of statutory duty has not fared any better as a foundation for a claim for dam- 
ages. Finally, there needs to be a causal link between the negligence and the loss suffered. 
This again presents difficulties for prospective litigants. In the case of the fraudulently run 
bank, the more direct cause of the claimant's loss can generally be said to be the behaviour 
of the managers as compared with that of the regulators. 

If bank regulators are in general immune from actions in negligence, there are at 
least two other possibilities. First, there is the tort of misfeasance in public office. Since 
this entails bad faith, it is not affected by the immunity provision of FSMA 2000.*° 
Misfeasance in public office involves a deliberate and wrongful use of powers entrusted 
to a public officer. This could involve mala fides. Alternatively, it would have to be shown 
that the regulators knew that an act or omission was unlawful, and that the act or omis- 
sion would probably cause damage to the claimant or that regulators were reckless.°° To 
state the elements of the tort is to give an inkling of the hurdles a claimant will face in 
establishing a claim, quite apart from the issue of causation—that the acts or omissions 
of the regulators were the effective cause of the claimant's losses. The early majority deci- 
sion of the House of Lords in the Three Rivers case not to sanction the strike out of a 
misfeasance claim against the Bank of England in relation to its supervision of BCCI”? 


84 Yuen Kun Yeu v. Attorney-General of Hong Kong [1988] AC 175 (PC); Davis v. Radcliffe [1990] 1 WLR 
821, [1990] 2 All ER 536 (PC); Three Rivers DC v. Governor and Company of the Bank of England (No 3) [2000] 
UKHL 33, [2003] 2 AC 1, [2000] 3 All ER 1 (HL). See M. Andenas and D. Fairgrieve, “To Supervise or to 
Compensate?’ in M. Andenas and D. Fairgrieve (eds.), Judicial Review in International Perspective (London, 
Kluwer, 2000). See generally P. Craig and D. Fairgrieve, ‘Barrett, Negligence and Discretionary Powers?’ [1999] 
PL 626. 

35 FSMA 2000, Sch. 1, para. 19. 

86 Three Rivers DC v. Bank of England (n. 84). This case involved a claim from depositors in the UK branch 
of BCCI (part of the Bank of Credit and Commerce International group, which collapsed in 1991 leaving 
large-scale losses) in respect of their uncompensated losses against the Bank of England (the Bank) in relation 
to its discharge of its statutory functions under the Banking Act 1979. They argued (1) that the Bank's licens- 
ing as a deposit-taker and subsequent supervision of BCCI amounted to misfeasance in public office and/or 
(2) that they had, under European law, enforceable rights against the Bank. In May, 2000 the House of Lords 
definitively settled as a matter of law the second ground of the claimants’ argument ruling that the European 
Directive in question did not have the effect of conferring on depositors rights in damages against the Bank 
and that ‘the tort of misfeasance in public office involves bad faith inasmuch as that the public officer did not 
have an honest belief that his act was lawful’ (Three Rivers DC v. Bank of England (No 1) (n. 84), per Lord 


Steyn). 
87 Three Rivers DC v. Bank of England (No. 3) [2001] UKHL 16, [2003] 2 AC 1, [2001] 2 All ER 513 (HL). 
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contained important assertions,"* though it had no follow-up and the case against the 
Bank was eventually dismissed.*? Still, given supervisors extensive powers under the new 
macroprudential, microprudential, and resolution regimes and the existence of func- 
tional deposit guarantee schemes and the very high burden of proof, any claim against 
regulators in the future could only be in connection with a catastrophic failure of regula- 
tory oversight; or, more likely, forbearance. But it may not be entirely ruled out that some 
aggrieved party might initiate a misfeasance claim in the future. If that happened to be 
the case, the courts might feel the need to delve deeper into both the regulator's decisions 
and preparations to deal with a bank in crisis.”° 

Secondly, the regulators’ decisions may be judicially reviewable. In other words, the 
regulators may be ordered by a court to reconsider their decision on grounds such as acting 
ultra vires their legislative mandate, taking irrelevant factors into account or overlooking 
relevant factors, and acting as no reasonable regulator would act. Procedural impropriety, 
such as breaching the rules of natural justice, is also a ground for review. However, there 
are a number of obstacles to obtaining judicial review of the decisions of bank regulators. 
One is that courts tend to defer to the regulators’ judgement.” Another is that where there 
is a remedy provided in the legislation, a party will be obliged to pursue that first. Even if 
an application for judicial review is successful, the remedy will usually be to reconsider a 
decision: the remedy of damages in English public law is underdeveloped. 

Finally, it is unclear if the governance and accountability mechanisms discussed earlier 
and any improvements can ever remedy the biggest threat (apart from capture) to effect- 
ive supervision in the post-reform period, which is the risk of groupthink and the impact 
of regulator's cognitive biases.”* The utter complexity of the new prudential and conduct 
regimes and the importance of regulation in the modern banking landscape mean that 
the consequences of regulatory forbearance or oversight might have catastrophic conse- 
quences. To avoid this happening, supervisors must actively pursue more openness in 
their decisions, where, at least, there are no insurmountable obstacles of confidential- 
ity or where there is a way for confidentiality to be safeguarded without compromising 
openness. This openness cannot be limited to regular publication of supervisory reports. 
Engaging outside parties in the decision-making process, even as plain advisers (subject 
to confidentiality safeguards) and encouraging them to challenge regulatory thinking and 


*° 6... I must emphasise that it is indisputably the case that the Bank knew from April 1990 onwards that 
BCCI was in imminent danger of collapse with inevitable loss to depositors unless there was a real prospect of 
an effective rescue package. The Bank has failed to persuade me that the claimants have no realistic prospect 
of establishing that the Bank knew that there would be no effective and comprehensive rescue or was reckless 
as to whether there would be one. Moreover, I do not share the contidence of the judge and the majority in 
the Court of Appeal that discovery and cross examination will not produce significant materials assisting the 
claimants’ (Three Rivers DC v. Bank of England (No. 3) (n. 87) 16, per Lord Steyn). 

*° Three Rivers DC v. Bank of England (No. 3) (n. 87). 

°° The depositors’ claim in the Three Rivers case was dismissed on the basis that ‘reckless indifference, 
which must be proven to exist for a claim against the Bank to succeed, must be judged in a subjective sense. So 
claimants needed to show knowledge on the part of the Bank that its decision would probably damage them. 
As Aronson notes: “The logic of Three Rivers is to deny liability where the defendant's reckless indifference was 
to a highly improbable risk of catastrophic consequences. One might question that result’ (see M. Aronson, 
‘Misfeasance in Public Office, UNSW Law Research Paper No. 2011-21, available at www.lawcom.gov.uk/wp- 
content/uploads/2016/01/apb_tort.pdf). 

?1 e.g. A v. B Bank [1993] QB 311, 326-8. 

°? On regulators’ cognitive biases see E. Avgouleas, Governance of Global Financial Markets—The Law, the 
Economics, the Politics (Cambridge, Cambridge University Press, 2012), Ch. 3, and J. Black, ‘Seeing, Knowing, 
and Regulating Financial Markets: Moving the Cognitive Framework from the Economic to the Social, LSE 
Law, Society and Economy Working Papers 24/2013. 
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groupthink is as important as regulatory transparency, if not more so. It should be empha- 
sized here that the Bank of England has already attained such openness to contrarian 


views when it comes to monetary policy through the deliberations of the Monetary Policy 
Committee. 


III. BANKERS’ CONDUCT, MONEY 
LAUNDERING, AND TERRORIST FINANCING 


A. OVERVIEW 


The financial system as a whole, but especially banks, are very vulnerable to abuse, with 
technology helping both rogues to exploit the financial system for criminal purposes and 
regulators to detect such behaviour. In general, bank supervisors have to be alert to pro- 
tect the financial system not just from prudential risks but also against criminal activity, 
chiefly money laundering and terrorist financing, other conduct that prejudices customer 
interests, e.g. provision of misleading information and mis-selling, and against behaviour 
that harms the integrity of the market. 

Regulation of conduct in banking mostly focuses on individual behaviour and institu- 
tional malpractice, e.g. mis-selling, and the impact of such behaviour on customer interests 
and the integrity of the market as a whole. In the preceding chapters we discussed some 
large-scale financial scandals that either amounted to misconduct or market abuse and also 
involved serious breaches of sound bank governance. For this reason, conduct regulation 
today extends beyond the traditional fit and proper rules and rules against mis-selling, to 
corporate governance standards, remuneration incentives, organizational systems’ vetting, 
and ‘product governance, some of which have already been discussed (in Chapter 3). 

In many ways generalized bank misconduct before and after 2008 offered a very strong 
indication of banking’s ‘rotten’ culture and ‘loose’ ethics, and was not merely the result of 
perverse incentives. The public’s trust in the financial services industry evaporated and 
strict regulations alone may not be enough to restore such trust. ‘Therefore, the contem- 
porary policy debate on bankers’ conduct has also extended to encompass efforts target- 
ing cultural change and the reshaping of bankers’ ethics. The 2015 Report of the eminent 
Group of Thirty is indicative,” as it calls on bankers to lead by example (see more on the 
matter of ethics in Section I.B(iii) later. 

In the UK and other developed jurisdictions, legislation protecting against money laun- 
dering and terrorist financing tends to be draconian and regulatory controls extensive. Yet 
in recent years even some of the biggest banks have suffered breaches and hefty fines.” 
These instances and the prosecution they generated, and the fines and other sanctions they 
attracted, have highlighted that abuse of the banking system by criminal elements remains 
an ongoing concern. Recent scandals have clearly reinforced the resolve of regulators in 


°? See Group of Thirty Report, ‘Banking Conduct and Culture: A Call for Sustained and Comprehensive 
Reform, July 2015. 

°4 United States Senate, Permanent Subcommittee on Investigations, ‘HSBC Exposed U.S. Financial System 
to Money Laundering, Drug, Terrorist Financing Risks, Monday, 16 July 2012, available at www.hsgac.senate. 
gov/subcommittees/investigations/media/hsbc-exposed-us-finacial-system -to-money-laundering-drug-ter- 
rorist-financing-risks. For the background to the case and US Senate subcommittee findings see United Sates 
Senate, Permanent Subcommittee on Investigations, ‘U.S. Vulnerabilities to Money Laundering, Drugs, and 
Terrorist Financing: HSBC Case History, 17 July 2012, available at www. hsgac.senate.gov/subcommittees/inves- 
tigations/hearings/us-vulnerabilities-to-money-laundering-drugs-and-terrorist-financing-hsbc-case-history. 
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key jurisdictions such as the UK and the USA to strengthen their detection and enforce- 
ment efforts but also to empower key internal officers and the bank's management to take 
ownership of the monitoring and prevention mechanisms. 


B. CONDUCT AND ETHICS 


(i) Regulation of conduct 


As mentioned earlier, conduct regulation looks at three main areas in each firm: the firm 
as an organization and its structure, key individuals in the firm, and the impact of either 
and of the bank's business practices on customers and the market as whole. Apart from 
rules on product governance’ and marketing of investment products by deposit-taking 
banks, the other main limb of conduct regulation for the baking sector is the regime for 
the licensing of individuals and continuous monitoring of their conduct. In Section II.C 
later we discuss how the FCA monitors and enforces the UK’s conduct regime and applies 
controls on individuals’ remuneration/incentives (the European regulatory framework on 
remuneration was extensively discussed in the previous chapter). 

In June 2013, the Parliamentary Commission for Banking Standards (PCBS) published 
its report ‘Changing Banking for Good? setting out recommendations for legislative and 
other action to improve professional standards and culture in the UK banking indus- 
try. This was followed by legislation in the Banking Reform Act 2013. The Prudential 
Regulation Authority and FCA then consulted on proposals on how to incorporate and 
build on the Banking Reform Act and the recommendations made by the PCBS.” In the 
UK this culminated in: 


A new Senior Managers Regime which clarifies the lines of responsibility at to account and 
require banks to regularly vet their senior managers for fitness the top of banks, enhance the 
regulators’ ability to hold senior individuals in banks and propriety Certification Regime 
requiring firms to assess fitness and propriety of staff in positions where the decisions they 
make who could pose significant harm to the bank or any of its customers. This followed by 
new set of Conduct Rules, which take the form of brief statements of high-level principle, 
setting out the standards of behaviour for bank employees. 


As regards remuneration, and in line with the requirements of EU legislation and European 
Banking Authority (EBA) guidelines, discussed in the previous chapter, the Prudential 
Regulation Authority and FCA introduced, following consultation,” a regime”® that: 


(a) increases the alignment between risk and reward over the longer term, by requiring 
firms to defer payment of variable remuneration (e.g. bonuses) for a minimum of 
five or seven years depending on seniority, with a phased approach to vesting; 


(b) further enhances the ability of firms to recover variable remuneration, even if paid 


out or vested, from senior management if risk management or conduct failings 
come to light at a later date. 


°° See FCA, ‘Markets in Financial Instruments Directive II Implementation—Policy Statement IT, PS17/ 
14, July 2017, esp. Ch. 17. 


°° PRA/FCA, ‘Strengthening Accountability in Banking: A New Regulatory Framework for Individuals. 
Consultation Paper 14/14, 30 July 2014. 


°” PRA/FCA, ‘Strengthening the Alignment of Risk and Reward: New Remuneration Rules, Consultation 
Paper 15/14, 30 July 2014. 


*® PRA/FCA Policy Statement, ‘Strengthening the Alignment of Risk and Reward: New Remuneration 
Rules, PS15/16, 23 June 2015. 
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The Prudential Regulation Authority has also established a set of rules on clawback 
which introduced a seven-year minimum period for clawback from the date of award”? to 
encourage individuals in banks to take greater responsibility for their actions. According 
to Andrew Bailey, ‘enhancing individual accountability and improving the alignment of 
risk and reward should have a positive impact on behaviour and culture within banks and 
will help to ensure that they are managed in a way that promotes the safety and soundness 
of individual institutions.’ 

Moreover, the new conduct regime pays increased attention to the ways financial firms 
conduct their business and treat their customers. Change must start at the top, and con- 
duct regulation is also responsible for pushing a cultural change in the boardroom.'” But, 
as we see later, a cultural change may not be achieved solely by means of compliance with 
conduct regulations, as softer approaches like augmentation of organizational and per- 
sonal ethics also have an important role to play. 

UK licensed firms and ‘approved persons including banks are subject to FCA’s High Level 
Standards,'*’ which include Principles for Business (PRIN)'® and Senior Management 
Arrangements, Systems, and Controls (SYSC).'°* These set out the fundamental obligations 
of FCA-regulated firms, the responsibilities of directors and senior management, some of 
the minimum standards for individuals who are approved by the FCA and retain FCA 
approval, and rules and guidance about firms’ anti-financial crime systems and controls. 

Finally, product regulation, marketing and disclosure, suitability, and other client care 
rules are at the heart of the new conduct regime. The FSA had already conducted an 
extensive review of financial products regulation in the context of firms’ relationship with 
their customers'®° and instituted the Treat Customers Fairly (TCF) principle,'®® that is 
now enshrined in the FCA conduct regime by means of Principle 6 PRIN, and the FCA 
Rulebook.'®’ TCF aims to help customers fully understand the features, benefits, risks, and 
costs of the financial products they buy and minimize the sale of unsuitable products by 
encouraging best practice before, during, and after a sale.'°* The FCA has highlighted key 
areas within the product life cycle where extra checks would help firms, including banks, 
to comply with the TCF. These include product design, financial promotion/marketing 
practices, the sales process, information and customer support after the point of sale, and 


°° PRA Policy Statement ‘Clawback, PS7/14, July 2014. 

100 See FCA, Press Release, ‘Prudential Regulation Authority and Financial Conduct Authority consult on 
proposals to improve responsibility and accountability in the banking sector, 30 July 2014. 

11 Thid. 102 ESMA 2000, s. 64, as amended. 

103 Available at www.handbook fca.org.uk/handbook/PRIN/. 

104 Available at www.handbook.fca.org.uk/handbook. 

105 ESA, ‘Treating Customers Fairly—Towards Fair Outcomes for Consumers, July 2006, available at www. 
fca.org.uk/publication/archive/fsa-tcf-towards.pdf. 

106 See FSA, Finalized Guidance, ‘Retail Product Development and Governance—Structured Product 
Review, March 2012; FSA, Finalized Guidance, ‘Retail Distribution Review: Independent and Restricted 
Advice; June 2012. 

107 ECA, ‘The Responsibilities of Providers and Distributors for the Fair Treatment of Customers (RPPD), 
available at www.handbook.fca.org.uk/handbook/document/RPPD_FCA_20130401.pdf. 

108 The four most important outcomes of TCF are: Outcome 2: Products and services marketed and sold in 
the retail market are designed to meet the needs of identified consumer groups and are targeted accordingly; 
Outcome 3: Consumers are provided with clear information and are kept appropriately intormed before, dur- 
ing and after the point of sale; Outcome 4: Where consumers receive advice, the advice is suitable and takes 
account of their circumstances; Outcome 5: Consumers are provided with products that perform as firms have 
led them to expect, and the associated service is of an acceptable standard and as they have been led to expect 
(FCA, ‘Fair Treatment of Customers, available at www.the-fca.org.uk/fair-treatment-customers?field_fcasf_ 


sector=unseté&field_fcasf_page_category=unset). 
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complaint handling. Naturally the structure of remuneration incentives plays a key role in 
this area as well. 

Product governance has been the focus of both the FSA and the FCA for some timere? 
The term generally refers to a paternalistic regime that attempts to control the quality of 
financial products, especially structured financial products that may be marketed to the 
retail market from the outset (i.e. from manufacturing stage) and then at the distribu- 
tion stage.''° The new product governance regime under MiFID II goes a step further as 
it extends the product governance requirements beyond the retail market.'"’ Even ring- 
fenced banks, which, nevertheless, offer structured deposits will be subject to the MiFID 
II regime.*’” 


(ii) The matter of bankers’ ethics 


Alongside explicit regulation of individuals’ conduct a new and convincing line of thought 
has emerged that is arguing that regulators cannot regulate all aspects of human behaviour 
in the banking industry and it is better to focus on the culture of the industry as a whole 
and bankers’ ethics. In many ways the ethics proposals run in parallel with conduct regu- 
lation and do not negate its application or refute the need for it.''” It is more a plugging the 
gaps approach, yet it is a very important one. 

The already mentioned Group of Thirty Report stressed that financial business entities 
have to lead by example to aid the financial sector to recover its trustworthiness and cred- 
ibility. It highlights that ethics and reputation are the variables that make the difference 
for financial businesses in the long term, as they enable the achievement of higher rates 
of return. Since banking is a trust business banks have to assume leadership by self-regu- 
lation to restore confidence and credibility. The board and the management are the first 
people responsible for ethical behaviour. They have to discharge their duties ethically and 
lead by example. An ethical conduct and banking culture that reflects empathy with all of 
the stakeholders is a competitive advantage of the utmost importance. The Report has sug- 
gested as immediate steps the adoption of: (a) an intelligent style of corporate governance 
where managers have to anticipate nasty surprises and to manage risks wisely and care- 
fully; (b) more transparent relationships with clients; and (c) the digital transformation 
that bolsters transparency, quality information, and competition.’ 

The Report explains that the onus to implement this cultural transformation falls 
entirely on the banks. Regulation and supervision are useful complementary tools and 
they can make a secondary contribution. Supervision can help ex ante through prevention 
and early intervention. It can monitor and assess entities to prevent non-desired events 
as a consequence of inadequate behaviour. Regulation can provide ex post support via 
requirements and sanctions.**® 

The most important part of the Report and, in general, of any such approach focuses 
on incentives. Thus, it is very important that the report of such an influential international 
group suggests that any performance-related pay should not be made to an employee 


10 See FCA, ‘Structured Products: Thematic Review of Product Development and Governance, TR15/2, 
5 March 2015. 

1° See FSA, Finalized Guidance, ‘Retail Product Development and Governance—Structured Product 
Review, FG 12/9, 13 March 2012, modified 20 October 2014, 

111 Arts. 16(3), 24(2) and Rec. 71 of Directive 2014/65/EU on markets in financial instruments, OJ 2014 L 
173/349, 12 June 2014. 

"2 Tbid., Art. 1(4) and Recs. 39 and 40. 


n3 For a first approach see D. Awrey, W. Blair, and D. Kershaw, ‘Between Law and Markets: Is There a Role 
for Culture and Ethics in Financial Regulation?’ (2013) 38 Delaware Journal of Corporate Law 191. 
“4 Group of Thirty Report (n. 93), 10-13. '° Ibid., 11-12. 
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whose conduct has not upheld the firm’s culture and business ethics.!!° Naturally only 
time will tell whether this self-regulatory approach can/will bring fruit or the onus will 
remain on conduct regulation and enforcement, including criminal prosecutions, even 
though these create a compliance culture rather than one that proactively seeks to cham- 
pion customer interests and the integrity of the market. 


C. MONEY LAUNDERING AND TERRORIST FINANCING 


The key pieces of legislation shaping the UK’s Money Laundering and Terrorist Financing 
Regime also apply to credit institutions,’ '” which are seen as key channels for the perpetra- 
tion of such criminal behaviour. Requisite UK law is informed by the international stand- 
ards set out by the Financial Action Taskforce (FATF).’'* The new EU Money Laundering 
Directive," which is more draconian than its predecessors, will probably necessitate a 
further overhaul of the UK regime.'”° 

The 2007 Money Laundering Regulations (MLRs)'*! subjected UK credit and finan- 
cial institutions to know your customer and due diligence requirements'”’ and regulatory 
reporting requirements. The due diligence process aims at establishing and verifying the 
identity of the beneficial owner including, in the case of a legal person, trust, or similar 
legal arrangement; also at understanding the ownership and control structure of the per- 
son, trust, or arrangement. In addition, the bank must obtain information about the pur- 
pose and intended nature of the business relationship.’”* 

SYSC imposes obligations on FCA regulated firms to establish and maintain effective sys- 
tems and controls to counter the risk that the firm might be used to further financial crime. 
SYSC 6.3 contains anti-money laundering specific rules and guidance. In the case of firms 
which are subject to the money laundering provisions in SYSC 3.2.6A-J or SYSC 6.3, the 
money laundering reporting officer (MLRO) is responsible for oversight of the firms compli- 
ance with its anti-money laundering obligations, and regulated firms are obliged to have an 
MLRO, who should act as a focal point for the firm’s anti-money laundering activity. 

Moreover, the introduction of the Senior Managers Regime has overhauled the UK’s 
framework vis-a-vis responsibility of individuals for monitoring compliance with the 
Money Laundering and Terrorist Financing Regimes.'** It makes monitoring with the 
anti-money laundering and terrorist financing regime a senior management function and, 
thus, it overhauls the role of the MLRO under the approved persons regime. An approved 
individual, who must be a senior manager, is now accountable for ensuring that anti- 
money laundering controls are properly designed and implemented. In the FCA’ view a 
senior manager discharging the overall money laundering compliance function is more 
capable of ensuring that the firm as a whole is meeting its financial crime obligations. The 


mS bids 12-13. 

117 ‘The Proceeds of Crime Act 2002 (as amended by the Crime and Courts Act 2013 and the Serious Crime 
Act 2015), the Money Laundering Regulations 2007, 2007 SI No. 2157 (MLRs); the Terrorism Act 2000 (as 
amended by the Anti-Terrorism, Crime and Security Act 2001, the Terrorism Act 2006, and the Terrorism Act 
2000 and Proceeds of Crime Act 2002 (Amendment) Regulations 2007, 2007 SI No. 3398). The Proceeds of 
Crime Act 2002 (as amended by the Crime and Courts Act 2013 and the Serious Crime Act 2015). 

118 See www.fatf-gafi.org. 

119 Directive (EU) 2015/849 of 20 May 2015 on the prevention of the use of the financial system for the 
purposes of money laundering or terrorist financing, OJ 2015 L 141/73, 5 June 2016. 

120 See R. Gruppetta, speech, ‘Examining the Future of Anti-money Laundering Regulations, 10 December 
2015. 

121 S, 3(1)(a) of the Money Laundering Regulations. 

122 Ss. 5-7 of the Money Laundering Regulations. 2 123 Ibid. 

124 See PRA Rulebook, Senior Managers Regime (SMR), and Senior Management Functions. 
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FCA has explicitly stated that they ‘expect firms to allocate the prescribed responsibility to 
the most senior individual responsible for reporting to the firm's governing body on finan- 
cial crime matters.'?® This may or may not be the MLRO, as they may not always be at a 
senior executive level. In addition, while the person assigned the prescribed responsibility 
is responsible for the firm’s financiak crime policies and procedures, all senior managers of 
operational units in a firm should be taking reasonable steps to mitigate financial crime 
risk. 

In the UK the anti-money laundering framework is supervised and enforced by the 
FCA (see Chapter 5) and, in the case of egregious breaches or breaches which are inci- 
dental to wider criminal activity, by the UK National Crime Agency.'** Given how much 
attention this regime has received in other works, a detailed discussion of the Money 
Laundering and Terrorist Financing Regulations is outside the scope of this chapter.’*” 


IV. THE CENTRAL BANK AS THE LENDER 
OF LAST RESORT TO THE BANKING SYSTEM 


A. THE CENTRAL BANK AS A LIQUIDITY PROVIDER 
TO THE FINANCIAL SECTOR 


(i) Overview of the central bank liquidity function 


In addition to their powers as microprudential (or merely bank) supervisors and their 
monetary policy competence, most central banks also act as government bankers and pro- 
viders of liquidity to the economy. There are a number of facilities (and circumstances) 
in which a central bank provides reserve money’*® (and other forms of liquidity) to the 
financial system: 


(a) through open market operations (OMOs), as part of monetary policy implementa- 
tion if the market faces shortage of reserve money; 


(b) by facilitating the functioning of the payments system, especially when it faces any 
currency demand shocks; 


(c) by increasing aggregate supply of reserve money or liquid assets when normal mar- 
ket functioning is disrupted; 


(d) by smoothing up the idiosyncratic needs of one bank or a small group of banks in 
offering bilateral/idiosyncratic lender of last resort (LOLR) liquidity support at the 
discretion of the central bank; 


(e) by acting, as a multilateral—systemic lender of last resort to the financial system— 
this is a much more rare and less established practice than the bilateral LOLR. As it 
mainly involves purchases of asset-backed securities by the central bank, this activ- 
ity is virtually indistinguishable from bond purchases using central bank money, 
so-called quantitative easing (QE). 


125 Gruppetta (n. 120). °° Established by means of the Crime and Courts Act 2013. 

127 For an excellent analysis of the obligations of UK banks under money laundering and terrorist financ- 
ing legislation see P. Hood, Principles of Lender Liability (Oxford, OUP, 2012), Pts II and III. And for the 
cross-border challenge and practical implications W. Blair and R. Brent (eds.), Banks and Financial Crime: The 
International Law of Tainted Money (Oxford, OUP, 2008), esp. Pt VII. 

128 See M. Dobler, S. Gray, D. Murphy, and B. Radzewicz-Bak, ‘The Lender of Last Resort Function after 
the Global Financial Crisis, IMF Working Paper, WP 16/10, January 2016, 4-6 (hereinafter IMF, The Lender 
of Last Resort, 2016). 
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Banks always need a minimum amount of central bank liquidity in order to conduct their 
business and this is part of their liquidity management operations.” The LOLR function 
of the central bank is in some way the continuation of these operations. But unlike stand- 
ing facilities like OMOs, the central bank's response to idiosyncratic needs of a banking 
institution is discretionary, taking, however, into account the fact that in a closed system 
of reserve supplies or in the event of a liquidity shock, the central bank is the only ‘port of 
call’ for banks needing extra reserves.” 

In principle, a central bank cannot become insolvent in its own currency due to 
its monopoly of issuing that currency. The LOLR function is therefore derived dir- 
ectly from the central bank’s monopoly on issuing legal tender (currency), that is the 
currency used for legal payments in a given country and accepted as lawful means of 
payment and extinction of debt claims by both the public and the private sector. The 
central bank is the only institution capable of satisfying any excess demand for safe and 
liquid assets to support the banking sector when it faces a liquidity shock, in order to 
sateguard/restore financial stability. Thus, in its role as lender of last resort the central 
bank can prevent the occurrence of a ‘bad’ equilibrium (discussed in Section IV.B(i) 
later). 

The central banks’ LOLR function is not a static one, or even symmetrical from country 
to country. It is, in fact, dynamic and multi-faceted. The transition from a central bank 
implementing its regular liquidity management strategy to it exercising its function as 
lender of last resort occurs in line with crisis developments, and the last crisis was no 
exception. In the post-2008 period central banks such as the US Federal Reserve, the 
European Central Bank (ECB), and the Bank of England have also provided liquidity by 
making a market for illiquid financial assets in order to manage the risks associated with 
asset fire sales conducted by banks or (due to interconnectedness risks) by other financial 
institutions. 

Since the time of Bagehot (and Thornton before him) LOLR was based on the under- 
standing that the central bank should lend freely to illiquid banks??? to prevent the mon- 
etary base from shrinking, since when banks are faced with the fear of illiquidity they are 
bound to hoard reserves rather than lending them. Bagehot’s principles provided that such 
central bank loans should be made at a higher than the market interest rate against good 


12? e.g. the Bank of England’s Discount Window Facility that may be extended to all participants of the 
Sterling Monetary Framework (whose membership is not restricted to deposit-taking banks) on the following 
terms: ‘The Discount Window Facility (DWF) is a bilateral on-demand facility. It is aimed at banks experienc- 
ing a firm-specific or market-wide shock. It allows participants to borrow highly liquid assets in return for less 
liquid collateral in potentially large size and for a variable term ... the DWF allows participants to perform 
a liquidity upgrade of their collateral’ See Bank of England, ‘Extract from the Red Book: The Banks’ Current 
Operations in the Sterling Money Markets—Discount Window Facility, October 2013, available at www. 
bankofengland.co.uk/markets/Documents/money/publications/redbookdwt.pdf and BoE, ‘Eligibility Criteria 
for Participation in the Bank of England’s Operations under the Sterling Monetary Framework, 5 November 
2014, available at www.bankofengland.co.uk/markets/Documents/money/documentation/smfterms.pdf. 

130 IMF, The Lender of Last Resort, 2016, 5-6. 

131 ‘The classic writings on the LOLR are C. Goodhart and G. Illing (eds.), Financial Crises, Contagion, and 
the Lender of Last Resort: A Reader (Oxford, OUP, 2002); H. Thornton, An Enquiry into the Nature and Effects 
of the Paper Credit of Great Britain (London, 1802); W. Bagehot, Lombard Street—A Description of the Money 
Market (New York, 1999 [1873]); C. Goodhart, ‘Myths about the Lender of Last Resort, in Goodhart and Iling 
Financial Crises (2002); C. Goodhart, ‘What Central Banks Do, paper presented at the BIS Annual Research 
Conference, June 2010, Lucerne, Switzerland. 

132 Bagehot (n. 131), 78, 88. As Bagehot put it: ‘Theory suggests, and experience proves, that in a panic the 
holders of the ultimate Bank reserve (whether one bank or many) should lend to all that bring good securities 
quickly, freely, and readily. By that policy, they allay a panic; by every other policy they intensify it’ (ibid., 78). 
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and marketable collateral, which solvent banks should be able to provide. Nonetheless, in 
practice, it may be impossible to clearly distinguish between illiquidity and insolvency, 
with the only, perhaps, valid qualification being Bagehot's aforementioned criterion (good 
collateral). It follows that such collateral should be marketable. Yet, since 2008, central 
banks have also accepted good (i.e. not distressed) collateral that is, however, not market- 
able, signalling to the market and the public that the central bank should not shrink from 
its role as liquidity provider to the banking system even if the overall financial market has 
become illiquid. On the contrary in such a case the central bank can still provide liquidity 
by offering a price for the asset, including a haircut, to secure the central bank's interests, 
essentially acting as a market maker of last resort. 

Even idiosyncratic liquidity events suffered by individual lenders may not be resolved 
without the bank resorting to a sale of its assets at a deep discount (fire sales). The central 
bank could act to prevent fire sales as the latter can build a downwards price spiral to such 
an extent as to become a systemic risk. Thus, central bank liquidity may be offered in a 
more systematic way and not just on a bilateral basis to prevent a system-wide liquidity 
shock and widespread fire sales. But, provision of liquidity to the financial system in this 
more generalized way (e.g. the ECB’s Long-Term Refinancing Operation (LTRO))'** can 
alter the role of the central bank as a LOLR and change the traditional modalities of oper- 
ation of this function. Since the early signs of a generalized credit crunch in September 
2007 and after the collapse of Lehman brothers in September 2008, when funding mar- 
kets froze, most large Western central banks silently added to their traditional function as 
bilateral lenders of last resort a new role as systemic lenders of last resort. 

This was also in accord with a gradual shift in the legal normative foundations/object- 
ives of the LOLR facility from removing obstacles to money circulation and thus trans- 
mission of monetary policy to safeguarding financial stability. This shift has meant that 
the LOLR liquidity is now part of a bigger package of measures intending to preserve the 
stability of the financial system, not just that of individual institutions, and there is a new 
(even rudimentary) accountability framework, which the central bank must respect in 
disbursing LOLR lending (see Section IV.B(ii) later). 


(ii) Systemic lender of last resort at the central bank’s initiative 


In the case of market-wide shocks, the financial system as a whole may face an increased 
demand for reserves. In such a situation, the central bank is more likely to provide reserves 
on a multilateral basis through an auction-type mechanism. Liquidity is provided at the 
initiative of the central bank in response to a systemic increase in demand for central bank 
reserves due to a market crunch. In response to this need the central bank may change 
the terms on which OMOs are provided, such as lengthening the tenor and expanding 
the range of acceptable collateral. In addition, systemic concerns may necessitate the cre- 
ation of new facilities, as normal OMOs may not provide sufficient liquidity support. For 
example, during the global financial crisis (GFC) the US Federal Reserve rolled over a 
Term Auction Facility (TAF) as an effective mechanism, to expand the Fed’s OMO coun- 
terparties well beyond the normal small group of (non-bank) Primary Dealers, allowing 
deposit-taking institutions to take part and bid for funds.” 


133 The Eurosystem’s regular open market operations consist of one-week liquidity-providing operations in 
euro (main refinancing operations, or MROs) as well as three-month liquidity-providing operations in euro 
(longer-term refinancing operations, or LTROs) (see ECB, ‘Open Market Operations, available at www.ecb. 
europa.eu/mopo/implement/omo/html/index.en.html), 

134 The FRB describes this use of TAF as follows: ‘The TAF enabled the Federal Reserve to provide term 
funds to a broader range of counterparties and against a broader range of collateral than it could through 
open market operations. As a result, the TAF helped promote the distribution of liquidity when unsecured 
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Where such facilities prove insufficient to meet all market needs because of credit risk 
concerns involved, as regards on-lending funds to non-banks, other methods/instruments 
may be introduced. Collateral limitations within the Eurosystem made the systemic pro- 
vision of liquidity by the European Central Bank (ECB) through LTROs ineffective in 
satisfying extraordinary liquidity needs. In response, where possible, the ECB relaxed its 
collateral restrictions or created new (ad hoc) liquidity lines. A good example of this is 
the ECB’s institution of asset-backed purchase programmes and gradual relaxation of eli- 
gible collateral’? and extension of eligibility to non-marketable collateral,'*° as well as 
expansion of its LTROs to offer targeted longer-term maturity funding through so-called 
Targeted LTROs.'*” 

When it comes to provision of liquidity on a multilateral basis the central bank may 
also be aided by the government and the deposit guarantee scheme. For example, after 
the collapse of Lehman Brothers, in addition to the Troubled Asset Relief Programme—a 
government bad bank, at first, and, subsequently, a bank recapitalization vehicle—the US 
government initiated the use of asset swaps for the purpose of liquidity provision. Also the 
government, via a Debt Management Office, could provide the market with liquid gov- 
ernment securities against less liquid assets, for a fee. Moreover, the US Federal Deposit 
Insurance Corporation (FDIC) created the Temporary Liquidity Guarantee Program, 
which allowed it to guarantee the payment of some senior unsecured debt securities newly 
issued by commercial banks, and also selected non-interest-bearing transaction accounts, 
for a fee.’** 

What remains as a big unknown though is the legitimacy of any emergency liquidity 
extended by the central bank to broker dealers with no deposit-taking function to alleviate 
any funding/refinancing shocks, especially in the repo markets. Inevitably most deposit- 
taking institutions will have exposures to such markets and any drying up of liquidity in that 
part of the financial system, mostly operated by shadow banks, can affect funding conditions 
in the entire financial sector, as happened in 2008.’ So if, in spite of recent reforms tighten- 
ing the conditions under which global repo markets operate, the repo market is faced with 
a serious liquidity shortage, such a development would probably have an impact both on 


bank funding markets were under stress. It also provided access to term credit without the stigma that had 
been associated with use of the discount window. ... [Also the TAF] is available only to institutions that are 
financially sound. All loans extended under the TAF were fully collateralized ... [and] participating depository 
institutions placed bids specifying an amount of funds, up to a pre-specified limit, and an interest rate that they 
would be willing to pay for such funds’ (see Board of Governors of the Federal Reserve System, Term Auction 
Facility (TAF), Release of 1 December 2010, available at www.federalreserve.gov/newsevents/reform_trans- 
action.htm). TAF auctions took place for the entire period between December 2007 and April 2010. For the 
extraordinary measures the FRB took to pump liquidity during the crisis into banks and the financial system 
more generally see FRB, ‘Usage of Federal Reserve Credit and Liquidity Facilities, updated 9 December 2013, 
available at www.federalreserve.gov/newsevents/reform_transaction.htm. 


135 For the latest ECB Covered Bonds Purchase Programme see Decision ECB/2014/45, Guideline ECB/ 
2014/60, Decision ECB/2014/40, and Guideline ECB/2007/9 (ECB/2014/31), and Decision on the implemen- 
tation of the asset-backed securities purchase programme (ECB/2014/45). 

136 Inter alia, three types of non-marketable assets are eligible as collateral under ECB criteria: fixed-term 
deposits from eligible counterparties, credit claims, and non-marketable retail mortgage-backed debt instru- 
ments. See ECB decision on eligibility of non-marketable collateral see ECB, ‘Non-marketable Assets, available 
at www.ecb.europa.eu/paym/coll/standards/nonmarketable/html/index.en.html#assessment. 

137 See Decision of the ECB of 29 July 2014 on measures relating to targeted longer-term refinancing oper- 
ations (ECB/2014/34), OJ L 258, 29 August 2014. 

138 IMF The Lender of Last Resort, 2016, 10. 

139 A, Metrick, ‘Regulating the Shadow Banking System’ (2010), available at http://ssrn.com/ 


abstract=1676947. 
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depository institutions and financial stability in general, undermining the central bank's 
macroprudential objectives. It is widely debated if this effect could constitute adequate 
justification for extension of LOLR liquidity to (non-bank) broker dealers. If, however, 
provision of such liquidity is discretionary, it is given on good collateral, and at punitive 
rates, the moral hazard (and moral outrage) effect may be contained, especially if a finan- 
cial stability threat is imminent and impossible to be prevented by any other means.'*° 


B. RATIONALE, MECHANICS, AND CONDITIONS 
OF THE LENDER OF LAST RESORT 


(i) Rationale 


Bilateral LOLR is needed when an individual financial institution's or institutions’ demand 
for liquidity stems from a single institution encountering immediate problems (such as 
deposit outflows or inability to roll over wholesale funding); or possibly a group of similar 
institutions—perhaps banks with similar business models or geographical focus—if the 
market doubts their longer-term viability.'*' As already mentioned, in the post-2008 era 
there are, in general, two overlapping rationales for the use of LOLR funding: financial sta- 
bility and transmission of monetary policy. An impaired financial system cannot be used 
to implement/transmit monetary policy in the same way as in normal times.'*? Of course, 
provision of sufficient liquidity to the banking sector to secure financial stability ultimately 
also serves the implementation monetary policy and secures price stability.’** As a result, 
the fundamental objective of provision of funding by the central bank either as bilateral 
LOLR or on a multilateral basis is preservation of financial stability and not of the viability 
of insolvent financial institutions. So, in principle, LOLR liquidity is not extended to banks 
entering the resolution process. While liquidity financing in resolution is a vexed issue, it 
would seem plausible that the bridge bank or the new entity (the good bank), once a sep- 
aration of the bank's assets in a good and bad bank has taken place, should immediately 
qualify for LOLR liquidity, being a solvent institution. 

In many ways the bilateral LOLR function is premised on the same rationale that 
underpins deposit insurance. It may be recalled here that, as discussed in Chapters 1 and 
3, banks finance long-term illiquid and often non-marketable assets to a large extent by 
short-term liabilities exchangeable at any time for legal tender at their nominal value, 
absent a bail-in. This balance sheet structure and the fact that banks maintain a fraction 
of their deposits as reserves, makes banks fragile. Accordingly, their economic survival 
depends, to a large extent, on the expectations of their depositors and other creditors that 
a bank can always meet its liabilities. A sudden loss of confidence and fears of bank insolv- 
ency will first give rise to a bank run. Large deposit withdrawals can drive an otherwise 


140 See on this argument E. Avgouleas, ‘Fundamentals of Bank Supervision and the Lender of Last Resort 
in the Post-2008 Era: A Critical Appraisal and Forward Looking Recommendations, Centre for Banking and 
Finance Law, National University of Singapore, 2016, Edinburgh School of Law Research Paper No. 2016/24, 
November 2016. 

141 “The terms “LOLR’, “Emergency Liquidity Assistance” (ELA), and “Exceptional Liquidity Assistance” 
are commonly used. These terms are sometimes used interchangeably but at other times have specific mean- 
ings based on whether the {central bank's] response is bilateral or multilateral measure. ... The use of the term 
Exceptional Liquidity Assistance appears to be more defined, The word “exceptional” rather than “emergency” 
is used by some [central banks] when, for example, the liquidity-stressed banks may require prolonged assis- 
tance and not just temporary support’ (see IMF, The Lender of Last Resort, 2016, 6). 

HS Ihoytal,, 

1# Price stability is of course the ultimate goal of OMOs. See also IMF, The Lender of Last Resort, 2016, 
8-9 and note 15, 
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solvent (fractional reserve) bank into, first, illiquidity, and secondly, default." Banks are 
exposed to possible multiple equilibria brought about by self-fulfilling expectations, which 
can bring the bank down.'* 

A run on bank deposits that may not be stemmed by the assurance offered by deposit 
insurance,'*° would also translate into ensuing inability by the affected bank/banks to 
obtain liquidity from other banks by being frozen out from the interbank market. In fact, 
if the crisis affects a number of institutions, the interbank market itself might collapse. In 
such cases, banks may only generate liquidity through asset fire sales. But as explained 
earlier and in Chapter 2, such fire sales might take place at prices below the fundamental 
values, with selling banks accumulating losses, which will not only aggravate the downward 
liquidity spiral but might also threaten the bank’s solvency.'*’ If the liquidity shock affects 
a number of banks and they all start selling similar assets at the same time, the stability 
of the financial system as a whole will come under threat.'** Of course illiquidity is also a 
matter of structuring a bank's funding model. For example, reduced reliance on short-term 
funding, one of the main benefits of the new liquidity ratios (Liquidity Cover Ratio and Net 
Stable Funding Ratio), discussed in Chapter 2, may lead to more scarce recourse to central 
bank liquidity assistance in the tuture. But this assumption remains to be tested in practice. 


(ii) Conditions of extension of the LOLR facility and its scope 
Rules vs discretion 


The key considerations a central bank is likely to face in sanctioning the provision of 
LOLR liquidity to a bank are twofold: normative (philosophical) concerns and oper- 
ating conditions. The normative considerations relate to (i) protection of the central 
bank's balance sheet and (ii) minimizing moral hazard. The discretionary extension of 
LOLR liquidity under extraordinary conditions is normally referred to as ‘constructive 
ambiguity. It is considered, alongside ‘penalty rates’ and the perceived ‘stigma’ that the 
borrowing institution might suffer by resorting to LOLR assistance,'*’ as a potent mech- 
anism to counter moral hazard and prevent banks from taking serious risks with their 
balance sheet. As this argument goes, the most important condition should be that the 
LOLR is extended to a viable entity, and, thus the central bank must conduct a thorough 
review of the viability of the borrower. In principle, that should include a thorough con- 
sideration of the borrower's business model and its ability to generate sufficient cash 
flow to repay LOLR loans and borrower’s present capital conditions and future capital 
requirements. 


144 D, Diamond and P. Dybvig, ‘Bank Runs, Deposit Insurance and Liquidity’ (1983) 91 Journal of Political 
Economy 401-19. 

145 See J.-C. Rochet and X. Vives, ‘Coordination Failures and the Lender of Last Resort—Was Bagehot 
Right After All?’ (2004) 6(2) Journal of the European Economic Association 1116-47; F. Allen and D, Gale, 
Understanding Financial Crises (Clarendon Lectures in Finance) (Oxford, OUP, 2009). 

146 e.g, electronic bank-runs’ triggered by institutional depositors, money market funds, or other banks 
not protected by government deposit guarantees and where deposits can usually be withdrawn in a very 
short period of time remain problematic in spite of deposit insurance. There was an element of this behav- 
iour in the run on Northern Rock in the summer of 2007, see H.-S. Shin, ‘Reflections on Northern Rock: 
The Bank Run that Heralded the Global Financial Crisis’ (2009) 23(1) Journal of Economic Perspectives 
101-19. 

147 M. Brunnermeier and L. H. Pedersen, ‘Market and Funding Liquidity’ (2008) 22 The Review of Financial 
Studies 2201-38; S. Morris, and H.-S. Shin, ‘Liquidity Black Holes’ (2004) 8(1) Review of Finance 1-18. 

148 M, Brunnermeier, A. Crockett, C. Goodhart, A. Persaud, Hyun Shin, “The Fundamental Principles of 
Financial Regulation, Centre for Economic Policy Research, Geneva Reports on the World Economy 11 (2009). 

149 See I. Plenderleith, ‘Review of the Bank of England’s Provision of Emergency Liquidity Assistance 
in 2008-9, October 2012, 75, available at www.bankofengland.co.uk/publications/Documents/news/2012/ 
criplenderleith.pdf (hereinafter the Plenderleith Review). 
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On the other hand, the lack of a clear framework can create delays in the extension 
of LOLR liquidity that might be essential for the viability of the institution concerned. 
Moreover, the ‘stigma’ effect should not be exaggerated to the point of preventing the trou- 
bled institution resort to LOLR liquidity when it requires it, since such behaviour would 
negate the beneficial impact of the LOLR policy.’*° To this effect central banks must also 
be very careful in managing disclosure in the event of a bank accessing LOLR liquidity,*** 
in order not to trigger a full-blown panic and worsen the bank's liquidity problems. 

Differing views on the stigma effect also underlie a sharp division between those who 
favour a rules-based approach to extension of the LOLR facility'®* and those who favour 
‘constructive ambiguity’ to battle moral hazard. The former argue that the LOLR must be 
based on a clear framework with the central bank being bound by a predetermined set 
of rules, reflecting Bagehot’s and Thornton’s principles. It should be noted that the div- 
ide between the two approaches runs deep and it is not just restricted to the LOLR, but 
rather it covers the entire spectrum of exercise of monetary policy by the central bank. The 
rules-based approach also raises interesting accountability issues for the central bank’** 
in extending LOLR liquidity. But it is less flexible and all-encompassing than the discre- 
tionary approach and, thus, it is unclear how it would fare in the event of a generalized 
liquidity crunch that is as deep and lasts as long as the one encountered during the GFC. 

Either way, whether discretionary or rules-based, LOLR provision of liquidity in 
response to an idiosyncratic need should only be contemplated when other funding solu- 
tions have first been fully explored. Normally provision of liquidity will be one of a host of 
measures taken to stabilize the bank in question. But LOLR assistance and other financial 
stability measures may not prove enough to prevent the bank from entering resolution. 
The UK does have a clear liquidity assistance framework in liquidation that provides for 
the possibility of the Treasury having to indemnify the Bank of England if it incurs a 
loss in funding a bank under resolution (e.g. the bridge bank).'°* The BRRD is largely 
mute on this point, since it assumes that resolution financing will come from ex ante lev- 
ies and other designated resolution funding sources,'*” but other sources are not entirely 
excluded. Of course, if the central bank offers some liquidity to fund resolution, this fund- 
ing may not qualify as LOLR financing but as state aid or the central bank may require 
high-grade collateral. Yet by then some of the bank assets will be impaired. So in the EU 
the exact scope, if any, for the supply of central bank liquidity to a bank undergoing reso- 
lution remains uncertain.’*° 


150 IME, The Lender of Last Resort, 2016, 44. 151 Thid, 

12 See M. D. Bordo, ‘Rules for a Lender of Last Resort: An Historical Perspective, paper prepared for 
the conference, ‘Central Banking in the Next Century: A Policy Conference, Hoover Institution Stanford, 
California, 29-30 May 2014, and comment by J. Lacker, President of Federal Reserve Bank of Richmond, ‘The 
Fed as Lender of Last Resort, 30 May 2014, available at www.richmondfed.org/press_room/speeches/presi- 
dent_jeff_lacker/2014/lacker_speech_20140530. 

153 See L. H. White, “The Federal Reserve and the Rule of Law, Testimony, Subcommittee on Monetary 
Policy and Trade House Committee on Financial Services, 12 September 2013, available at www.cato.org/ 
publications/testimony/federal-reserve-rule-law. 

'* See HM Treasury, ‘Banking Act 2009: Special Resolution Regime Code of Practice, Revised, March 
2015, Ch. 11. 

155 See Art. 100 BRRD and Commission Delegated Regulation (EU) 2015/63 with regard to ex ante contri- 
butions to resolution financing arrangements OJ 2015 L 11/44, 17 January 2015. 

°° See E. Avgouleas and C. Goodhart, ‘Critical Reflections on Bank Bail-ins’ (2015) 1 Journal of Financial 
Regulation 3-29, 9, 14. The IMF argues that ‘[b]ilateral LOLR to entities which may not be solvent should be 


fully indemnified by the government, in order to protect the [central bank] balance sheet’ (IMF, The Lender 
of Last Resort, 2016, 21). 
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Operating conditions 


As we have already seen, the debate on whether LOLR funding should be subject to 
detailed rules or the central bank should just set general guidelines to enable it to use its 
discretion is still unresolved. While useful to counter moral hazard, the existence of sys- 
temic and pre-committed liquidity facilities has of course diluted the importance of ‘con- 
structive ambiguity.'*’ On the other hand, the IMF advises against a very strict approach 
and is in favour of the middle road. Namely, the IMF suggests that the central bank should 
have discretion in deciding whether or not to meet the emergency liquidity needs of indi- 
vidual institutions and should also possess the ability and discretion (but not the obliga- 
tion) to widen the operational parameters of LOLR beyond banks and against a wider than 
normal collateral list.’** 

LOLR’s operating considerations normally relate to the appropriate length of support, 
how best to meet FX needs, and the identification of so-called ‘good’ collateral—when 
implementing its LOLR framework. Depending on the nature of the shock, the demand 
may, at times, be for reliably liquid securities that can be used as collateral in market trans- 
actions. Collateralized lending by the central bank can be very effective in providing cash 
to institutions that need liquidity. Nonetheless, it is also possible that the institution con- 
cerned may need term funding (i.e. longer-term liabilities) or funding in foreign currency 
rather than just funding in the legal tender. 

Either way, collateral is taken both to reduce risk to the central bank and to limit pri- 
mary recourse to the borrower. The borrower's liability is not affected by the performance 
of the collateral, nor does it change the borrower's credit exposure to the collateral. If the 
central bank also acts as the bank supervisor, it will, of course, have unparalleled access to 
the bilateral borrower's data and is the best-placed institution to answer these questions 
and meet the challenges. 


The proper scope of the LOLR facility 
Given the risk of liquidity shocks in non-bank financial institutions such as money mar- 
ket funds or broker dealers and the possibility that this risk can have spillover effects 
to banking markets, even after separation and ring-fencing, due to a possible general- 
ized inability to refinance and rollover repo positions, there is considerable debate as 
to whether central banks should act as LOLR only to licensed banks or the financial 
system as a whole. The balance of findings is inconclusive, though the IMF seems to 
take a favourable view of the systemic LOLR approach on the grounds of safeguarding 
systemic stability.*®° 

In many countries, bilateral LOLR is limited to banks. The ‘banks are special’ argument 
is based on fractional reserve banks’ importance to the economy and the fact that deposit 
taking may only be undertaken by institutions licensed to do so and which are appro- 
priately regulated and supervised. To protect this function, there is typically a so-called 
financial safety net comprising deposit insurance (for retail deposits); capital, liquidity, 
and other regulatory requirements (i.e. responsibilities in tandem with the safety net pro- 
vision); and access to central bank liquidity facilities. It has been recently argued that 
extension of liquidity should be wider and based on financial stability concerns and not 
the type of institution receiving support.’ In this context, the IMF suggests that systemic 
risk oversight and crisis management bodies should consider whether the failure of an 


157 Plenderleith Review (n. 149), 78. 158 IMF, The Lender of Last Resort, 2016, 10-11. 


159 IME, The Lender of Last Resort, 2016, 13-18, 21-2. 
160 H, Scott, ‘The Federal Reserve: The Weakest Lender of Last Resort among Its Peers’ (2015) 18(3) 
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intermediary, or group of intermediaries, would have such a damaging impact that some 
form of official intervention is justified; or if a sudden change in the behaviour of users 
could cause systemic problems. 

The USA is a jurisdiction where the trend is in the opposite direction. Section 1101 
of the Dodd-Frank Act amended Section 13(3) of the Federal Reserve Act, which pro- 
vided authority to the Board of Governors to extend credit to non-bank, private parties 
in ‘unusual and exigent circumstances. Section 13(3) of the Federal Reserve Act (12 USC 
344) to extend credit to non-bank financial firms was used in 2008; the first time since the 
1930s. Section 13(3) afforded the Federal Reserve greater flexibility than its normal lend- 
ing authority. Using this authority, the Fed created six broadly based facilities (of which 
only five were used) to provide liquidity to ‘primary dealers’ (certain large investment 
firms) and to revive demand for commercial paper and asset-backed securities. More con- 
troversially, the Fed provided special, tailored assistance exclusively to four firms that it 
considered ‘too big to fail — American International Group (AIG), whose derivatives trad- 
ing subsidiary was badly exposed in the Credit Default Swaps (CDS) market; Bear Stearns 
(a broker-dealer); Citigroup; and Bank of America,'®’ by means of a series of structured 
credit lines enabling the transfer of distressed assets. AIG's scheme proved particularly 
successful and profitable,'®? though all such schemes did amount to a covert bailout, and 
in the case of AIG that privilege extended to firms that benefited from AIG's avoidance of 
bankruptcy. 

All credit extended under Section 13(3) was repaid with interest and all Section 13(3) 
facilities expired in due course. So, contrary to popular belief, the Federal Reserve did not 
suffer any losses on transactions authorized by Section 13(3), on the contrary, it earned 
profits of more than $30 billion. On the other hand, these transactions exposed the tax- 
payer to greater risks than traditional lending to banks through the discount window, 
however, because in some cases the terms of the programmes had fewer safeguards.'** The 
Fed's use of Section 13(3) in the crisis raised fundamental policy questions and led to a 
debate that was much more heated in the USA than in other parts of the world. 

Since the restrictions in Section 13(3) placed few limits on the Fed’s actions in 2008, the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (PL. 111-203) added more 
restrictions to Section 13(3), attempting to ban future assistance to failing firms while main- 
taining the Federal Reserve's ability to create broadly based facilities. It also added a number 
of transparency and reporting requirements. On 18 December 2015, the Fed promulgated a 
final rule implementing these changes.'** Arguably, the qualification that Section 13(3) must 
be used ‘for the purpose of providing liquidity to the financial system’ is a reasonable one 
and essential to prevent abuses in dispensing central bank liquidity. But the qualification that 
access to emergency lending will be restricted to depositary institutions is not.’ 


*°! See M. Labonte, ‘Federal Reserve: Emergency Lending, Congressional Research Service 7-5700, 
6 January 2016. Credit outstanding (extended in the form of cash or securities) authorized by Section 13(3) 
peaked at $710 billion in November 2008 (ibid). 

162 S, Ng and A. Yoon, “Taxpayers Win as Fed Wraps AIG Bond Sale, 29 February 2012, available at www. 
wsj.com/articles/SB10001424052970203833004577251771848140502. 

16 Labonte (n. 161). 

164 FRS, ‘Extensions of Credit by Federal Reserve Banks, final rule, 12 CFR Part 201 Regulation A; Docket 
No. R-1476 RIN 7100-AE08, 30 November 2015, available at www.federalreserve.gov/newsevents/press/ 
bcreg/bcreg20151130al1.pdf. 

‘5 cf. Stanley Fischer, until recently the vice chairman of the US Fed and of the FRB (formerly the 
governor of the Bank of Israel), who notes that this is not an absolute prohibition, since the Fed still retains 
the power to extend discount window loans to insured depository institutions—including commercial banks, 
thrift institutions, credit unions, or US branches and agencies of foreign banks. Such loans can be to individual 
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On 19 November 2015 the Fed Oversight Reform and Modernization Act of 2015 was 
passed by the House.'°° Section 11 of the 2015 Act requires the approval of three-quarters 
of the Fed regional presidents to activate Section 13(3), tightens the definition of solvency, 
limits borrowers to financial firms, and provides a formula for setting the interest rate 
above market rates. New legislation has also increased transparency requirements and the 
(political) accountability framework governing the LOLR function, But these restrictions 
also carry risks. Federal Reserve Chair Janet Yellen contended that the bill would ‘essen- 
tially repeal the Federal Reserve's remaining ability to act in a crisis.'° 

Finally, a special category of market participants that may deserve LOLR assistance on 
grounds of preservation of financial stability and the orderly functioning of the finan- 
cial system are institutions that have very specific and sui generis duties and exposures 
within the financial system. The best example of such institutions are central counterpar- 
ties (CCPs), which have become a key repository of counterparty risk in global deriva- 
tives markets. The users of the market whose contracts are accepted and cleared by the 
CCP may well be non-financial companies (or individuals), and so not subject to financial 
regulation and supervision. They might even lack any form of relationship with financial 
regulators and so not be subject to prudential controls. If these borrowers or investors 
take on excessive funding or liquidity risk, their actions in response to a shock may cause 
wider problems. For example, failure by users to make payments when due, because they 
have lost tunding or liquidity, can trigger, in turn, a funding shortage within the CCP. 
Users’ (or the CCP’s) efforts to generate liquidity in such a situation could trigger fire sales, 
pushing down market prices in a way that could give rise to wider systemic concerns.'®* 
Especially, illiquidity within CCPs can easily spillover to the regulated sector. Thus, if the 
IMF suggests that some form of backstop is deemed appropriate for non-banks, then the 
support—whether liquidity support or some other central bank instrument—should be 
designed in a way that addresses CCP-specific systemic problems and it need not replicate 
what might be provided for banks. And it should not, in any case, be provided on easier 
terms than it is offered to banks.’® 


institutions facing funding pressures, or they can be to banks more generally to address broader financial 
stresses (see S. Fischer, speech at “The Lender of Last Resort: An International Perspective, 10 February 2016, a 
conference sponsored by the Committee on Capital Markets Regulation, Washington, DC, available at: www. 
federalreserve.gov/newsevents/speech/fischer20160210a.htm#fn1). 


166 17 R.3189, 114th Congress (2015-16). 167 Labonte (n. 161). 
168 IME, The Lender of Last Resort, 13-15, 18. Aidls. 
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BANK SUPERVISION 
IN PRACTICE: THE CASE 
OF THE UK AND OF THE 
EUROPEAN BANKING UNION 


I. INTRODUCTION 


In the previous chapter we discussed the fundamental principles and features of bank 
supervision. As it is appropriate, we move now to discuss banking supervision in practice. 
For lack of space, the chapter only focuses on two jurisdictions: the UK and the European 
Banking Union (EBU) and considers in particular the type of powers enjoyed by the UK 
and EBU regulators and the way they exercise them in their supervisory approaches. In 
the process the chapter highlights loopholes in the respective regimes and to some extent 
evaluates their effectiveness. 

Bank supervisors have never been more powerful than today, but while power entails 
responsibility, accountability lines are often weak and unclear, both in the surveyed 
jurisdictions and more generally. A clear observation that can be made about supervis- 
ory approaches is that, in principle, they all appear to be risk-based in order to allocate 
resources more efficiently and direct them where they are needed the most: to institutions 
that have risky business models or seem to lose depositor and customer confidence or 
those that suffer a sudden deterioration in the quality of their assets. 

However, the risk-based approach faces very strong limitations inherent in the 
regulatory framework it applies, which, in turn, impacts on supervisory effective- 
ness. Bank supervisors have to apply and monitor compliance with rules of unprece- 
dented complexity. So the successful exercise of their powers and discharge of their 
duties, however extensive they are, will depend on obtaining accurate information. 
For this reason, examined jurisdictions have resorted, as explained in previous chap- 
ters, to responsibilization of senior management, who are essentially rendered into 
first-line supervisors. It remains unclear if this approach will hold in the context of 
another crisis or, in fact, whether it would prove sufficient to prevent one. But for 
now it seems to be the only possible solution to bridge the information gap supervi- 
sors inevitably suffer from and thus an effective solution in applying regulatory rules 
of unprecedented complexity. If, in the end, mandatory responsibilization fails as 
well, then the next step would be excessive review of current legislation to reduce 
complexity.’ 


* Such a review could be premised on ‘sunset’ clauses. On this approach see R. Romano, ‘Further Assessment 
of the Iron Law of Financial Regulation: A Postscript to Regulating in the Dark, Yale Law School, John M. Olin 
Center for Studies in Law, Economics, and Public Policy Research Paper No. 515, 3 November 2014. 
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The chapter is in three parts. Part I is the present introduction. Part II offers an analyt- 
ical account of UK structures and approaches to bank supervision. It analytically discusses 
the framework governing the exercise of the Prudential Regulation Authority's (PRA) and 
Financial Conduct Authority's (FCA) oversight and enforcement powers. Part III examines the 
Eurozone’ system for bank supervision. It provides a brief overview of the European System 
of Financial Supervisors. Then it offers an analytical discussion of the Single Supervisory 
Mechanisms (SSM) powers and its approach to supervision. It finally considers the merits of 
supervisory centralization in the Eurozone (alongside centralization of resolution, which is 
examined in the next chapter) and highlights remaining gaps and challenges. 


II. BANK SUPERVISION IN THE UK 


A. OVERVIEW OF THE UK REGULATORY STRUCTURE 


On 1 April 2013 the Financial Services Act 2012 came into force, removing the Financial 
Services Authority (FSA) and delivering a new regulatory structure for the UK, which as 
already said comprises the Prudential Regulation Authority (PRA), responsible for micro- 
prudential regulation and supervision of banks, building societies and investment firms, and 
the Financial Conduct Authority (FCA), in addition to a financial stability (macroprudential) 
body within the Bank of England, the Financial Policy Committee (FPC). The overarching 
aim of the Act was to update the regulatory framework for the supervision and management 
of the UK's financial services industry, as many considered that the FSA individually as pru- 
dential and conduct regulator and the tripartite agreement between the FSA, the Treasury, 
and the Bank of England failed to protect the economy during the financial crisis.” Arguably, 
the Act has given the new regime a distinct twin-peaks plus structure. At the stage of complet- 
ing this book it is of course unknown whether the UK's exit from the EU will have an impact 
on the configuration of financial regulation in Britain, but changes may not be entirely ruled 
out, especially vis-a-vis the Bank of England’s dominance of the macroprudential framework. 

Given the potential for regulatory overlap between the FCA and PRA, the legislation 
provides a number of general coordination mechanisms: 


e a statutory duty on the PRA and the FCA to coordinate their activities (including 
consulting with one another to gather views where necessary); 


e an obligation to prepare a Memorandum of Understanding (including setting out the 
role of each regulator and how they are interlinked); 


e cross-membership of boards; 


e a veto mechanism for the PRA to reduce the risk of regulatory actions threatening 
financial stability or the disorderly failure of a firm. 


B. THE FINANCIAL POLICY COMMITTEE 


(i) Remit 
The FPC is a formal Bank of England committee that helps the bank to discharge its finan- 
cial stability objective and thus it sets macroprudential policy.” It is responsible for spotting 


2 House of Commons Treasury Committee, “The Run on the Rock, Fifth Report of Session 2007-08, vol. 
1, 24 January 2008. 

3 See new Part A of the Bank of England Act 1998, inserted by s. 4 of the Financial Services Act 2012. 
About the FPC’s remit and powers, see Bank of England (BoE), “What is the Financial Policy Committee? 
available at www.bankofengland.co.uk/financialstability/Pages/fpc/whatis.aspx. For its macroprudential tools 
see BoE, ‘Instruments of Macroprudential Policy, A Discussion Paper, available at www.bankofengland.co.uk/ 


144 PRINCIPLES OF BANKING LAW 


the systemic risks ‘attributable to structural features of financial markets or to the distribu- 
tion of risk within the financial sector’ It is also responsible for identifying unsustainable 
levels of leverage, debt, or credit growth.* Having identified the risks, the FPC has the power 
to take any of the policy measures discussed in Chapter 2 to counteract them.” 

The FPC has a dual mandate. So, in addition to its financial stability objective, it has a 
statutory obligation to limit the impact of its policies on economic growth.° Thus, the FPC 
may not exercise its functions in a way*that would be likely to have a significant adverse 
effect on the capacity of the financial sector to contribute to the growth of the UK econ- 
omy. Also the FPC is required to report how each action it takes impacts on economic 
growth and safeguards financial stability. This may not prove an easy balance to achieve. 
The first example is the trade off between very low interest rates to sustain economic activ- 
ity and their role in feeding asset bubbles, which, as explained in Chapter 2, are normally 
inflated by loose conditions for extension of credit. The second example (discussed in 
Chapter 1) is the trade-off between competition and financial stability, notwithstanding 
the fact that, undoubtedly, competition acts as a spur to economic growth. 

Finally, the FPC is required to prepare and issue two financial stability reports every year.” 
Financial stability reports must include:* 


(a) the Committees view of the stability of the UK financial system at the time when the 
report is prepared; 

(b) an assessment of the developments that have influenced the current position; 

(c) an assessment of the strengths and weaknesses of the UK financial system; 

(d) an assessment of risks to the stability of the UK financial system; and 

(e) the Committee's view of the outlook for the stability of the UK financial system. 


(ii) Powers 


The FPC essentially has two powers: the power to make Recommendations and the power to 
issue Directions.” Under its power to make Recommendations, the FPC can ask the PRA and 
FCA to take measures to mitigate risks.’ Such Recommendations can cover any aspect of 
the activities of the regulators but cannot relate to a specified individual regulated entity. The 
FPC can also make Recommendations to the PRA and FCA on a ‘comply or explain’ basis—in 
which case, the regulators are required to act as soon as reasonably practical. If one of these 
regulators were to decide not to implement a Recommendation, it must explain the reasons 
for not doing so.” 


publications/Documents/other/financialstability/discussionpaper111220.pdf. For analytical summaries see 
CII: http://www. cii.co.uk/media/4372607/regulatory_landscape_update_april_2013_vfonline.pdf and Thepfs: 
http://www.thepfs.org/media/4475307/930_web_update_april_2013__online_.pdf. 


* See new s. 9C of the Bank of England Act 1998, inserted by s. 4 of the Financial Services Act 2012. For 
more information on what the FPC does, in practice, see P. Tucker, S. Hall, and A. Pattani, ‘Macroprudential 
Policy at the Bank of England, Bank of England, Quarterly Bulletin 2013 Q3, 192 et. seq. They describe as the 
main role of the FPC: ‘[T]o identify, monitor, and take action to remove or reduce risks that threaten the resili- 
ence of the UK financial system as a whole’ (ibid.) 

* See s. 9C of the Bank of England Act 1998, inserted by s. 4 of the Financial Services Act 2012 (Objectives 
of the Financial Policy Committee). 

6 Ibid., s. 9W(3). 

7 S. 9W of the Bank of England Act 1998, inserted by s. 4 of the Financial Services Act 2012. 

€ Ibid. 

? Ss. 9G, 9H, 9L, and 9M of the Bank of England Act 1998, inserted by s. 4 of the Financial Services Act 2012. 

° Examples of measures include: (a) setting countercyclical capital buffers; (b) variable risk weights— 
enforcing targeted capital requirements on specific sectors or asset classes, including requiring banks to hold 
greater levels of capital against asset exposures that represent substantial risk; (c) leverage limits: restricting 
excessive build up of on- and off-balance-sheet leverage. 

" Ss. 9H, 91, and 9L of the Bank of England Act 1998, inserted by s. 4 of the Financial Services Act 2012.’ 
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The FPC can make Recommendations to HM Treasury, including over the scope of 
activities regulated under the Financial Markets and Services Act 2000 (FSMA 2000). 
Developments in the structure of the financial system can leave regulatory rules out of date.’ 
The FPC can also look more broadly at the emergence of risks across the system as it evolves 
and recommend changes to regulation that are needed to maintain stability. That could 
include a change to the regulatory perimeter—including the division between regulated and 
unregulated activities as well as the split of responsibilities between the FCA and PRA. 

The FPC can make similar Recommendations to other bodies, for example, to the Financial 
Reporting Council or industry representative bodies, such as the British Bankers’ Association, 
though not on a ‘comply or explain’ basis, so there is not a statutory obligation on the recipient 
to respond. For example, it could issue a Recommendation to the Bank of England in relation 
to the provision of liquidity to financial institutions (but not to a particular financial institution) 
or with regard to its oversight of payments systems, settlement systems, and clearing houses."* 

Finally, the FPC has a distinct set of powers to give Directions to the PRA and FCA to 
deploy specific macroprudential tools that are prescribed by HM Treasury, and approved 
by Parliament, for these purposes.'* This means that adoption of FPC-proposed macro- 
prudential measures requires the consent of the government and of Parliament. 


(iii) Membership and accountability 


The FPC has a total membership of 13. Six are Bank of England staff, including the 
Governor, four Deputy Governors and the Executive Director for Financial Stability. Five 
members of the Committee are independent experts selected from outside the Bank for 
their experience and expertise in financial services. The Chief Executive of the Financial 
Conduct Authority and a non-voting member from HM Treasury are also part of the FPC. 
It is chaired by the Governor, and includes the Deputy Governors for monetary policy and 
financial stability, and the Deputy Governor for prudential regulation, who also heads the 
PRA. The Chief Executive of the FCA also sits on the FPC.”° 

The FPC has a duty to explain its decisions, to review its Directions and Recom- 
mendations, where necessary, and to publish minutes of its meetings.’® The Treasury can 
provide the FPC with guidance in the form of a remit alongside its statutory objectives, to 
help shape its pursuit of financial stability. The FPC is required to respond to the Treasury's 
Recommendations, setting out to what extent it agrees with the remit and what action it 
intends to take in response. However, according to the legislation, the FPC may reject any 
Recommendations from the Treasury with which it does not agree." 


C. THE PRUDENTIAL REGULATION AUTHORITY: 
COMPETENCES AND APPROACH TO SUPERVISION 


(i) Overview 


The Prudential Regulation Authority (PRA) is responsible forthe regulation ofall institutions 
that accept deposits or which accept insurance contracts in the UK, including banks, build- 
ing societies, credit unions, general insurers, and life insurers." As mentioned earlier, organ- 
izationally it is a subsidiary of the Bank of England. The PRA has three statutory objectives. 


 Thid., s. 9P. 13 Tbid., ss. 9O and 9R. 14 Ibid., ss. 9L and 9N. 

15 S. 9B of the Bank of England Act 1998, inserted by means of s. 4 of the Financial Services Act 2012. More 
analytically, for PRA-regulated persons and activities see the Financial Services and Markets Act 2000 (PRA- 
regulated Activities) Order 2013, 2013 SI No. 556; the Financial Services and Markets Act 2000 (Regulated 
Activities) Order 2001, 2001 SI No. 544. 

16 Tbid., ss. 9S, 9T, and 9U respectively. *” Ibid., ss. 9D and 9E. 

18 ESMA 2000, new s. 2A, inserted by means of the Financial Services Act 2012. 
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Its primary objective is to ‘promote the safety and soundness of PRA-authorised persons."” 
This objective is carried out by:7° (a) ensuring that PRA-authorised persons carry on in a 
way which avoids adverse effect on the stability of the UK financial system and (b) mini- 
mizing the adverse effect that the failure of a PRA-authorized person could be expected to 
have on the stability of the UK financial system. It also has an objective specific to insur- 
ance firms, namely, to contribute to securing an appropriate degree of protection for those 
who are or may become insurance polfcyholders. *” 

Finally, the PRA has to discharge a secondary objective with respect to facilitating 
effective competition.” But as regards its secondary objective, the PRA explains that 
this is pursued so far as ‘reasonably possible, while advancing PRA’ primary objectives. 
Nevertheless, in cases where supervisory options available to the PRA may not deliver the 
maximum benefit to safety and soundness, but would deliver significantly greater benefit 
to competition, the secondary competition objective means that the PRA should consider, 
but is not required to adopt, those options.” 


(ii) PRA authorization 


Firms cannot carry out regulated activities in the UK without authorization by UK finan- 
cial sector regulators (s. 19 FSMA 2000). The PRA grants such authorizations under Part 
4A FSMA 2000 (e.g. ss. 55A, 55F FSMA 2000) in connection to, inter alia, deposit-taking 
institutions and building societies. The Authority can impose limitations in the exercise 
of relevant regulated activities, as it considers appropriate, or specify a narrower or wider 
description of regulated activity than that to which the application relates (ss. 55J, 55M 
FSMA 2000). It can also vary (s. 55I(1)) or cancel the scope of the authorization upon 
request by an authorized person (s. 55] (2)) and it receives change of control notices under 
s. 178 FSMA 2000. Approval must be obtained before effecting a change in control and it 
is a criminal offence to acquire or increase control without notifying the PRA and receiv- 
ing approval first (s. 191F FSMA 2000). EU-passported institutions, until UK’s EU exit in 
2019, or even beyond if a new arrangement is reached, are exempted from the authoriza- 
tion requirement. 

‘The PRA carries out continuous prudential controls of banks operating in the UK on the 
basis of a specific (risk-based) approach to supervision (discussed later). It also carries out 
regular stress tests to examine banks’ financial position, especially capital and liquidity lev- 
els,”* in accordance with relevant sections of the PRA Handbook, and approves the issuance 
of capital instruments by UK banks. It also monitors compliance with European Banking 
Authority (EBA) Guidelines on Sound Remuneration Policies and enforces (with the FCA) 
infractions." Finally, the PRA is vested with a number of early intervention powers. 

At the level of individuals employed in the industry, authorized firms are required to 
ensure that individuals seeking to become ‘approved persons’® and/or perform one or 


1 FSMA 2000, new, s. 2B(2). 20 Ibid., s. 2B(3). 71 Tbid., s. 2C, 22 Tbid., s. 2H(1)(b). 

** PRA, ‘The Prudential Regulation Authority's Approach to Banking Supervision? March 2016, 8, paras. 
24-5, available at www.bankofengland.co.uk/publications/Documents/praapproach/bankingappr 1603. 
pdf. 

** See BoE, “The Bank of England’s Approach to Stress Testing the UK Banking System, October 2015, 
available at www.bankotengland.co.uk/financialstability/Documents/stresstesting/2015/approach.pdf, ‘The 
PRA publishes in advance the macroeconomic scenario for the United Kingdom, which firms may use as a 
complement to their own scenarios for Pillar 2 capital planning stress tests. 

*’ PRA, ‘Supervisory Activities: Remuneration Rules) available at www.bankofengland.co.uk/pra/Pages/ 
supervision/activities/remuneration.aspx. 


*° An approved person is an individual who has been approved by the PRA and/or the FCA to perform one 
or more Controlled Functions on behalf of an authorized firm. 
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more of the PRA-designated Controlled Functions” obtain PRA approval prior to taking 
up their duties (s. 59(1) FSMA 2000). Non-approval prior to taking up the role may lead 
to enforcement action against the firm and/or the individual. All approved persons must 
comply and meet on an ongoing basis: (i) the PRA’ Statements of Principle and Code 
of Practice for Approved Persons”* and (ii) the fit and proper test for Approved Persons 
according to section 61 of FSMA 2000.” Approved persons must inform their firm and 
the PRA of any matter that may impact their ongoing fitness and propriety. 


(iii) Threshold Conditions and the PRA Rulebook 


Essentially the PRA supervises licensed firms’ continuous compliance with three sets of 
regulatory requirements: the PRA Threshold Conditions, the PRA Fundamental Rules, 
and the PRA Rulebooks. Also the PRA engages with the boards and senior manage- 
ment of firms in forming its decisions, using this dialogue to both ensure that it takes 
account of all relevant information in reaching its judgements, and to communicate 
clearly the rationale for them.*” Under the new risk management framework imple- 
mented by the 2015 Basel Committee on Banking Supervision Guidelines, ‘Corporate 
Governance Principles for Banks, discussed in Chapter 3, and the CRD IV corpor- 
ate and risk governance conditions,*' and the PRA’s new senior management regime 
(also discussed in Chapter 3), the PRA ties with senior management and boards have 
to remain very strong. Clearly senior management now act as some sort of front-line 
supervisors, an approach also reflected in the way the PRA has prescribed the alloca- 
tion of responsibilities for the running of banks among senior management.*? 


Threshold Conditions 


The ‘Threshold Conditions’ are the minimum requirements that a firm must meet in 
order to be permitted to carry out ‘regulated activities in the UK under FSMA 2000,” 
and are essential to the operation of the PRA’ regulatory regime. They are designed to 
ensure that, once licensed, firms conduct their business in a prudent manner to promote 
financial safety and soundness. Licensed firms must ensure that they meet the Threshold 
Conditions at all times and the PRA is mandated to assess firms against them on a con- 
tinuous basis.** In fact, the PRA expects firms not merely to meet and continue to meet 


7 See ‘PRA-designated Controlled Functions’ available at www.bankofengland.co.uk/pra/Documents/ 
authorisations/approvedpersons/pracfs.pdf. 

28 See PRA/FCA Handbook, available at www.handbook.fca.org.uk/handbook/APER/, and for clarifica- 
tion PRA, ‘Approved Persons’ available at www.bankofengland.co.uk/pra/Pages/authorisations/approvedper- 
sons/default.aspx. 

29 The relevant section of PRA’s Handbook (FIT) provides guidance on what the PRA will take into account 
when assessing individuals against this. 

°° Tbid., 24, para. 45. 

31 See Council Directive 2013/36 of the European Parliament and of the Council of 26 June 2013 on access 
to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, 
2013 OJ (L 176) 338, principally, Rec. 54 and Arts 76, 88. 

32 These, so-called, ‘prescribed responsibilities’ are very extensive, reflecting this new governance approach 
under which senior management are more or less front-line supervisors. The PRA list for ‘prescribed respon- 
sibilities’ for banks that do not carry proprietary trading activities under the new ring-fencing restrictions for 
UK banks can be found in PRA Rulebook, ‘Allocation of Responsibilities, Part 4, available at www.prarule- 
book.co.uk/rulebook/Content/Part/212514/22-03-2016. 

33 Ss. 55, 56, and Sch. 6 of FSMA 2000 and Regulated Activities Orders 2013 and 2001 (n. 15). 

34 The ‘threshold conditions’ are: (a) legal form: deposit-takers must be bodies corporate or partnerships; 
(b) location of offices: a firm's head office, and in particular its mind and management, to be in the Uk; (c) pru- 
dent conduct of business: a firm’s business to be conducted in a prudent manner—and that the firm maintains 
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the letter of these requirements, but also to consider the overriding principle of safety and 
soundness.”° 


Fundamental Rules and the PRA Rulebook 


The Fundamental Rules are high-level rules, which collectively act as an expression of the 
PRA’ general objective of promoting the safety and soundness of regulated firms. The 
rules apply to all PRA-authorized firmis (subject to legal restrictions) irrespective of size 
and business carried on. The PRA’s Fundamental Rules are also the foundation stones of 
its rule books.*° 

As the FCA Rulebook deals with the ‘senior management arrangements, conduct of 
‘approved persons, and fit and proper tests for approved persons, the PRA Rulebook deals 
with the prudential regime.” Thus, in the context of licensed banks, it provides, inter 
alia, detailed rules for allocation of responsibilities for senior management, the role and 
reporting duties of auditors, capital definition and capital buffers, calculation of credit risk, 
general organizational requirements, calculation of large exposures, liquidity and capital 
adequacy, and of the leverage ratio. 


(iv) The PRA approach to supervision 


The PRA is mandated (new section 2K of FSMA 2000) to maintain arrangements to super- 
vise authorized persons. Both PRA and FCA are to discharge their powers in accordance 
with the principles set out in primary legislation (under sections 1B(5)(a) and 2H(1)(a) 
FSMA 2000, as amended).** These include the principles of efficiency and proportionality, 
the desirability of sustainable UK economic growth, senior management responsibility in 
firms, recognizing differences in the nature and objectives of authorized persons, trans- 
parency, disclosure of information relating to persons on whom requirements are imposed 
by or under the Act, and the general principle of consumers taking responsibility for their 
decisions.’ 

The Financial Services Act 2012 (new section 2B(3) FSMA 2000) is clear that the PRA is 
required to pursue its general objective primarily by seeking to avoid adverse etfects on finan- 
cial stability resulting from the way firms run their business, and by preventing disorderly fail- 
ure. So in discharging this duty, the PRA will focus, in particular, on the risk of disruption to 
the continuity of supply of critical economic functions. But it will not take steps to avoid any 
and all such adverse effects or to prevent all instances of bank failure. It is not the PRAS role to 


appropriate financial and non-financial resources; (d) suitability: firms must satisfy the PRA that it is a ‘fit and 
proper’ person with regard to all circumstances to conduct a regulated activity with the firm being appropri- 
ately staffed; and (e) effective supervision: the firm and its group to be capable of being effectively supervised 
by the PRA (ibid.). For more detail see PRA, “The Prudential Regulation Authority's Approach to Insurance 
Supervision, March 2016, Box 1. 


35 PRA (n. 23), 20-1 and paras. 8 and 38-9. 

* These are as follows: Fundamental Rule 1: a firm must conduct its business with integrity; Fundamental 
Rule 2: a firm must conduct its business with due skill, care, and diligence; Fundamental Rule 3: a firm 
must act in a prudent manner; Fundamental Rule 4: a firm must at all times maintain adequate financial 
resources; Fundamental Rule 5: a firm must have in place effective risk strategies; Fundamental Rule 6: a 
firm must organize and control its affairs responsibly; Fundamental Rule 7: a firm must deal with its regula- 
tors in a cooperative way, and must disclose to the PRA appropriately anything relating to the firm of which 
the PRA would reasonably expect to be disclosed; Fundamental Rule 8: a firm must prepare for resolution 
so, if the need arises, it can be resolved in an orderly manner with a minimum disruption of critical services. 


3” The PRA Rulebook is available at www.prarulebook.co.uk/rulebook/Content/Sector/211131/ 
22-03-2016. 


38 See new s. 3B of FSMA 2000. 3° Ibid. 
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ensure that no firm fails.*° The PRA will merely seek to ensure that any bank or other financial 
firms’ failures do not result in significant disruption to the supply of critical economic func- 
tions, including depositors’ ability to make payments. 

The PRAS approach to bank supervision is set out in the recent “The Prudential Regulation 
Authority’s Approach to Banking Supervision, March 2016."! There, the PRA notes that it 
aims through its supervision to develop a rounded, robust, and comprehensive view of these 
firms, to judge whether they are being run in a safe and sound manner, and whether insurers 
are protecting policyholders appropriately. Containment of the impact of firm failure is a core 
part of the PRA mandate. It is ensured by developing feasible and credible resolution plans 
and requiring firms to have structures that allow continuity of access to critical banking ser- 
vices in the event of a firm failure.”* This is also the principal objective of the new ring-fencing 
arrangements, which have already been discussed (in Chapter 2). 

The PRA has recently reiterated its commitment to a ‘judgement based’ and forward-look- 
ing approach to supervision focusing on the external environment, business risk, manage- 
ment and governance, risk management and controls, and capital and liquidity.** This means 
that the PRA will proactively take action in order to pursue its objectives with, for example, 
regular stress testing of firms, being an integral part of supervision. Similarly, the PRA clarifies 
that its approach to supervision will remain proportionate. 


(v) Judgement-led regulation and intensity of supervision 


The PRA has been designed to be a proactive watchdog very unlike its predecessor the FSA, 
which was regarded as a reactive regulator, where inertia could easily set in, especially vis-a- 
vis parts of the financial system that were regarded as safe prima facie.** The PRA’ judge- 
ment-led approach to supervision is characterized by a move away from rules and a focus on 
forward-looking analysis including an assessment of how a firm would be resolved if it were 
to fail, the impact this would have on the system as a whole and the use of public funds. The 
aim is therefore to ‘pre-empt risks before they crystallise: 

Consistent with its focus on key risks to its statutory objectives, the PRA divides the firms it 
supervises into five categories of ‘potential impact, and the frequency and intensity of supervi- 
sion applied to firms varies in line with this. The scale of a firm's potential impact depends on 
its size, complexity, and interconnectedness with the rest of the financial system. For insurers, 
it also takes into account the size (including number of policyholders) and type of busi- 
ness undertaken. Arguably this seems like a risk-based approach to regulation. However, as 
explained below, intensity of supervision and the framework employed to identify risks can be 
so complex and detailed that this is anything but a ‘light touch’ approach to bank supervision 
and in this respect the PRA stands far apart from its predecessor the FSA. 

The PRA adopts a structured approach when forming relevant judgements. The frame- 
work used, captures three key elements:*” 


e the potential impact that a firm could have on financial stability, both by the way it 
carries on its business and in the event of failure; 


e how the external context in which a firm operates and the business risks it faces 
(together, its risk context) might affect the viability of the firm (macroeconomic and 
business risk); and 


4° The PRA (n. 23), 7. 4 Ibid., 6 et seq. * Ibid. 

^ Ibid., 8-9, 22-4. 

44 See FSA Report, Internal Audit Division, “The Supervision of Northern Rock: A Lessons Learned 
Review, March 2008, available at www.fsa.gov.uk/pubs/other/nr_report.pdf. 

45 PRA (n. 23), 24-5. 
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e mitigating factors, covering a firms management and governance and its risk 
management and controls (operational mitigation); its financial strength, specif- 
ically capital and liquidity (financial mitigation); and its resolvability (structural 
mitigation). 


There are five clearly demarcated ‘impact’ categories into which the PRA divides all 
deposit-takers and designated investment firms it supervises:*° 


Category 1 

The most significant deposit-takers or designated investment firms whose size, inter- 
connectedness, complexity, and business type give them the capacity to cause very sig- 
nificant disruption to the UK financial system and to economic activity more widely by 
failing or by carrying on their business in an unsafe manner. 


Category 2 
Significant deposit-takers or designated investment firms whose size, interconnected- 
ness, complexity, and business type give them the capacity to cause some disruption to 


the UK financial system and economic activity more widely by failing or by carrying on 
their business in an unsafe manner. 


Category 3 


Deposit-takers or designated investment firms whose size, interconnectedness, com- 
plexity, and business type give them the capacity to cause minor disruption to the UK 
financial system by failing or by carrying on their business in an unsafe manner, but 
where difficulties across a whole sector or subsector have the potential to generate 
disruption. 


Category 4 


Deposit-takers or designated investment firms whose size, interconnectedness, com- 
plexity, and business type give them very little capacity individually to cause disruption 
to the UK financial system, but difficulties across a whole sector or subsector have the 
potential to generate disruption upon their failure. 


Category 5 


Deposit-takers or designated investment firms whose size, interconnectedness, com- 
plexity, and business type give them almost no capacity individually to cause disruption 
to the UK financial system, but where difficulties across a whole sector or subsector may 
have the potential to generate some disruption upon their failure. 


The PRA also considers the substitutability of the services that the firm provides, and 
the extent to which this could mitigate the impact of failure. It is mindful of the extent to 
which this is possible in benign and stressed circumstances.*” 

Any assessment of the risks facing firms requires an appreciation of the external con- 
text in which they operate. The PRA’s assessment therefore includes consideration of sys- 
tem-wide risks, for example from low interest rates, excess credit growth or international 
imbalances, and sectoral risks, for example in commercial real estate. In doing so the PRA 


“© PRA (n. 23), 29-30, para. 54. The PRA uses quantitative and qualitative analysis to allocate firms to cat- 
egories. Numerical scoring based on firms’ regulatory reporting provides a ‘suggested’ categorization, which 
supervisors review in light of qualitative analysis to confirm that it presents a full picture of a firm's potential 
impact (ibid., para. 56). 

*? Tbid., para. 55. 
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normally draws on work done by other parts of the Bank of England, including the FPC’s 
views on the macroprudential environment.*® 

Business model analysis also forms an important part of the PRA’s supervisory approach. 
The PRA examines the threats to the viability of a firm’s business model, and the ways in 
which a firm could create adverse effects on other members/parts of the financial system 
by the way it carries out its business. The analysis includes an assessment of where and 
how a firm makes money, the risks it takes in so doing, and how it funds itself. Firms are 
assessed at firm or sector level as appropriate. 

Sustainability of business models is assessed against possible vulnerabilities which can 
include unsustainable expectations of growth; heavy reliance on an inflexible structure of 
net interest income, with consequent exposure to a low interest rate environment; concen- 
trated funding sources, which may reduce in stressed circumstances; or significant conse- 
quences following a change in credit rating. In accordance with the Threshold Conditions, 
the PRA’ assessment of business risk also includes an assessment of whether it can effect- 
ively supervise the activities that a firm carries out. Thus, where a firm's business is par- 
ticularly complex, the PRA considers whether it is possible to evaluate effectively the firm’s 
riskiness. 

The PRAS framework does not exclude market discipline,*” although it relies on it much 
less than the previous regime and plausibly so. The PRA states that “[p]eer analysis forms 
an important part of [its] assessment, providing a diagnostic tool to highlight where indi- 
vidual institutions may be outliers relative to their sector and so in need of further ana- 
lysis. Such analysis also supports an understanding of common sectoral risks that have the 
potential to affect the stability of the system? 

Accordingly, the intensity with which firms are supervised by the PRA depends on their 
level of riskiness measured by the indicators discussed below, especially their proximity 
to failure, as captured by the Proactive Intervention Framework’? (discussed in paragraph 
(vi) below). The PRA varies the resource it applies to firms based on their proximity to 
failure and resolvability, given the possible adverse effects of disorderly firm failure on 
its objectives. Ultimately, what is appropriate under certain stressed conditions may not 
be appropriate under others. The PRA must therefore have good oversight of firms, and 
supervision must involve senior and experienced individuals. 

However, all firms will face at least a ‘baseline level of monitoring.” This will involve: 


e ensuring compliance with prudential standards for capital; 
e liquidity, asset valuation, provisioning, and reserves; 
e atleast an annual review of the risks posed by firms or sectors to the PRAs objectives; 


e assessing a firm's planned recovery actions and how it might exit the market. 


(vi) The Proactive Intervention Framework (PIF) and early intervention 
and resolution action 


The forward-looking judgement-based approach is meant to offer the PRA a clear 
advanced warning and room for manoeuvre when firms approach the point that the PRA’s 
early intervention powers must be exercised to help the bank to avoid facing disruptive 


‘8 Tbid., 30-1, paras. 58-9. 

4° FSA, ‘Turner Review—A Regulatory Response to the Global Banking Crisis, authored by the then 
Chairman of the FSA Adair Turner, March 2009, 45-6 available at www.fsa.gov.uk/pubs/other/turner_review. 
pdf. 

5° PRA (n. 23), para. 63. PU aIbidne2os 52 Ibid., para. 183 et seq. 
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resolution." The five ‘impact’ categories into which the PRA divides all deposit-takers and 
designated investment firms it supervises have already been discussed. The PRA’ss judge- 
ment about proximity to failure will be captured in a firm’s position within the Proactive 
Intervention Framework (PIF), whose different elements reflect the risks faced by a firm 
and its ability to manage them—namely, external context, business risk, management and 
governance, risk management and controls, capital, and liquidity.”* 

There are five clearly demarcated PIF stages, each denoting a different proximity to fail- 
ure, and every firm sits in a particular stage at each point in time:”” 


Stage 1—Low risk to viability of firm. 


Stage 2— Moderate risk to viability of firm: supervisors have identified vulnerabilities in 
a firm’s financial position or deficiencies in its risk management and/or governance 
practices. 


Stage 3—Risk to viability absent action by the firm: significant threats to a firm’s safety 
and soundness have been identified. 


Stage 4—Imminent risk to viability of firm: the position of a firm has deteriorated to 
such a degree that the PRA assesses that there is a real risk that the firm will fail to 
meet the Threshold Conditions, but some possibility of corrective action remains. 


Stage 5—Firm in resolution or being actively wound up. 


When a firm moves to a higher PIF stage (i.e. as the PRA determines that the firm's viabil- 
ity has deteriorated), supervisors will review their supervisory actions accordingly. Senior 
management of firms will be expected to ensure that they take appropriate remedial action 
to reduce the likelihood of failure and the authorities will ensure appropriate preparedness 
for resolution. A firm’s PIF stage is reviewed at least annually, and in response to relevant, 
material developments. 

For each stage of PIF the PRA has prescribed possible supervisory actions. The dra- 
matic early intervention measures are taken in connection with firms falling into stages 
3-4. For firms reaching stage 3, the PRA may require any of the following actions: 
changes to management and/or the composition of the board; limits on capital dis- 
tribution (including dividends and variable remuneration), restrictions on existing 
or planned activities, a limit on balance sheet growth and/or stricter leverage limits, 
and setting tighter liquidity guidelines and/or capital requirements. The firm will be 
required to draw on the menu of options set out in its recovery plan as appropriate and 
the PRAs resolution directory will intensify engagement on contingency planning for 
resolution. 

For firms reaching stage 4, the PRA will most probably increase the scale of the recov- 
ery actions needed (including in relation to liquidity and capital). It will set out a short 
timetable for implementation of recovery actions following activation of the recovery plan 
including possible asset disposals or selling the firm. Recovery actions will need to dem- 
onstrate that these were credible and will produce material results to enable the firm to 
avoid resolution. 

For firms reaching stage 5, the PRA will determine that the firm no longer meets 
Threshold Conditions and this is not reasonably likely to be rectified. Where appropriate, 
the Bank of England's Resolution Directorate will take the firm into the Special Resolution 
Regime and will oversee the resolution or winding up of the firm. In that case, the Financial 


5 PRA (n. 23), paras, 183-4. ** Ibid., 56, para. 196. 55 Ibid., 56-7. 
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Services Compensation Scheme may be required to effect depositor pay out and/or to fund 
deposit transfer or resolution." 


(vii) Disciplinary and enforcement powers 


The PRA has a variety of disciplinary and enforcement powers. It has stated that while it 
looks to firms to cooperate with it in resolving supervisory issues, in certain cases, it will 
choose to deploy formal powers at an early stage and not merely as a last resort. In general, 
the PRA has the power to investigate a matter under Part XI of FSMA and to impose a 
penalty, a public censure, a suspension, or restriction. As already mentioned, in accordance 
with FSMA 2000 Part 4A (ss. 55F, 55], 55M, and 55P FSMA 2000), the PRA has the power 
to vary a firms permissions to undertake certain regulated activities or impose additional 
requirements. Inter alia, it may require a change to the business model or future strategy of 
the firm and/or require it to increase its capital and liquidity buffers if it is failing or is likely 
to satisty the threshold conditions (s. 55M FSMA 2000) or impose controls on acquisition 
of controlling stakes (s. 550 FSMA 2000). Parties directly affected by the variation or can- 
cellation decision may refer the matter to the Financial Services and Markets Tribunal once 
a PRA decision notice has been issued (ss. 55Y and 55Z1 FSMA 2000). 

It can also take disciplinary action (also jointly with the FCA) against an individual 
approved to perform a Controlled Function where an individual acts in a manner inconsist- 
ent with its rule (APER) or if an individual knowingly consorts in a breach of rules by their 
firm. This action may include a fine, a suspension of the approval, imposing restrictions, 
or issuing of a public statement relating to the misconduct. Where the PRA believes that 
a person is no longer fit and proper to perform the function, approval may be withdrawn 
or the individual may be prohibited from holding Controlled Functions in the future: so- 
called prohibition orders under section 56(1A) (and s. 56(2) and (3)) of FSMA 2000. Parties 
directly affected by the prohibition order can refer the matter to the Financial Services and 
Markets Tribunal once a PRA decision notice has been issued (s. 57(5) FSMA 2000). 

The PRA’ full set of disciplinary powers includes the power to impose financial penal- 
ties and publish public censures for cases where such sanction is an appropriate response 
to the firm failing to meet the PRA’ regulatory requirements (ss. 205 and 206 FSMA 2000). 
The intention in deploying these powers might include sending a clear signal to a firm— 
and to the regulated community more widely—about the circumstances in which the PRA 
considers a firm's behaviour to be unacceptable, and so deterring future misconduct.” 


D. THE FINANCIAL CONDUCT AUTHORITY (FCA) 


(i) Overview 
Most UK banks are dual regulated. The Financial Conduct Authority (FCA) has respon- 
sibility for conduct of business, consumer protection, and capital markets.”* It monitors 


°° Tbid., 57, Table A. 

57 The PRA’s statement of enforcement policy explains its powers to conduct interviews (under s. 169(7) 
FSMA 2000) and cooperate with overseas regulators over investigations, issue statutory notices, impose 
financial penalties, and suspend authorizations and restrict activities, settle disputes, and the imposition 
and amount of financial penalties under FSMA on persons who are, or have been, auditors or actuaries of a 
PRA-authorized person (see PRA, ‘Statement of Policy—The Prudential Regulation Authority's Approach to 
Enforcement: Statutory Statements of Policy and Procedure—January 2016, 21 January 2016, available at www. 
bankofengland.co.uk/pra/Documents/publications/sop/2016/approachenforcementupdate.pdf. 

58 See Part 1A, Chapter 1, ss. 1A and 1B of FSMA 2000, inserted by s. 6 of the Financial Services Act 2012. 
Also the UK Listing Authority has formed part of the FCA (see Part 6 of FSMA 2000, as amended by Part 2 of 
the Financial Services Act 2012). 
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licensed firms’ compliance with the conduct of business framework and protects the 
integrity of markets.*? Under FSMA 2000, as amended by the Financial Services Act 
2012, the FCA has an overarching (statutory) strategic objective to ensure that the UK 
markets under its supervision function well.®° It also has three (statutory) operational 
objectives: consumer protection, the integrity objective, and the competition objective." 
The way each of the operational objectives is to be pursued is clarified within the Act®? 
and further elaborated by the FCA. 

The FCA’ general functions encompass (4) rule-making power under FSMA 2000, (b) 
the power to issue codes under the same Act, (c) the power to give guidance in accord- 
ance and on the application of FSMA 2000, and (d) the power to determine the general 
policy and principles with which the FCA will comply to perform the functions above.®° 
In discharging its general functions the FCA must, so far as reasonably possible, act in 
a way which is compatible with its strategic objective and advances one or more of its 
operational objectives. Namely, the FCA must, so far as is possible, discharge its general 
functions in a way which promotes effective competition in the interests ot consumers. 
Specifically, discharging its general functions, the FCA must have regard to the FCA regu- 
latory principles in section 3B of the statute—also applicable to the PRA (already dis- 
cussed in Section II.C(iv) earlier),°* which espouse efficient and economic use of resources 
and proportionality, as well as the importance of taking action intended to minimize the 
extent to which it is possible for a business carried out either by an authorized person or 
a recognized investment exchange, or in contravention of the general prohibition, to be 
used to perpetrate or further behaviour or conduct that amounts to financial crime.‘ 

The discussed regulatory principles direct the FCA towards a cost-benefit analysis for 
supervision and thus it has built on its own PIF to respond to existing and emerging risks. 
This will be discussed later. However, it should be noted here that the PIF does not mean 
that the FCA has so far been a cautious regulator exercising restraint. On the contrary, it 
has been an activist regulator taking a plethora of enforcement actions,°° arguably due 
to widespread abuse of the system in the period before and after 2008, albeit with mixed 
success.°” 

The FCA accountability framework is multi-layered but not complex. It is required to 
report annually to government and Parliament, in addition, there is oversight of the FCA’s 
work by a board appointed by government with a majority of non-executive directors.®* 
‘There can also be independent reviews on the efficiency and effectiveness of the FCA’s use 
of resources.’ There is, in addition, a requirement for the FCA to make a report to the 


5 Part 6 of FSMA 2000, as amended by Part 2 of the Financial Services Act 2012. 


© S. 1B(2) of FSMA 2000, inserted by s. 6 of the Financial Services Act 2012. $1 bidas 1B(3). 
** Ss. 1C, 1D, and 1E of FSMA 2000, inserted by s. 6 of the Financial Services Act 2012. 
*° §. 1B(6) of FSMA 2000, inserted by s. 6 of the Financial Services Act 2012. 4 See n 37. 


65 


Part 1A, Chapter 1, s. 1B(5) of FSMA 2000, inserted by s. 6 of the Financial Services Act 2012. S. 6(3) of 
FSMA 2000 defines the term ‘financial crime’ as encompassing: ‘(3) (a) fraud or dishonesty; (b) misconduct in, 
or misuse of information relating to, a financial market; or (c) handling the proceeds of crime. 

°° As can be gauged by browsing the FCA’ annual reports of its enforcement activities. For the latest report 
see FCA, ‘Annual Report and Accounts 2014/S—for the Year ended March 2015, Appendix 2, available at www. 
fca.org.uk/static/documents/corporate/annual-report-2014-15.pdf. 

*” LIBOR and FX prosecutions have resulted in a number of convictions and acquittals, see for full report- 
ing of the cases and of their outcomes over the years: FT.com, In depth, ‘Libor Scandal, available at www. 
ft.com/indepth/libor-scandal. 

** For detailed discussion of the functions of the FCA board see ‘Corporate Governance of the Financial 
Conduct Authority, 29 October 2013, last modified 26 February 2015. 

© S, 1S, Part 1A of FSMA 2000. e.g. ‘Financial Conduct Authority (FCA) Board Effectiveness: An Independ- 
ent Evaluation 2015; 14 January 2016. 
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Treasury in the event of a regulatory failure and where this failure was due to the FCA’s 
actions. However, the obligation to publish a report, and the desirability of transparency, 
should not impede or prejudice the FCA’ ability to pursue enforcement investigations. In 
such circumstances, publication would be delayed until enforcement action is completed.”° 

Finally, there is a general duty to consult with practitioners and consumers.”! The FCA 
has in place four statutory panels representing the views of consumers, regulated firms, 
smaller regulated firms, and market practitioners,’* coupled with a statutory duty to con- 
sider the recommendations of the panels.’* It has the obligation to publish more informa- 
tion about its views on markets (key trends, products, and services) and the comparative 
performance of a firm. However, given the sensitivity of such data, where disclosure of 
information would be incompatible with the FCA’s objectives or in breach of legal protec- 
tions, the FCA does not have to disclose firm-specific information. 


(ii) The FCA’s approach to supervision 


Overall the FCAs approach to supervision is quite similar to that of the PRA, namely, for- 
ward-looking and judgement-based, whereby the FCA seeks to identify and tackle risks 
before they crystallize, and also to tackle more efficiently crisis situations when things do 
go wrong, e.g. firm failures or rule intractions, to provide sufficient redress for consumers 
who suffer harm and/or take action to address damage to market integrity.”* More analyt- 
ically the FCA will base its actions on ten supervisory principles, which are directly con- 
nected to its statutory objectives." 

The attainment of the FCA objectives for the most important (so-called fixed portfolio) 
firms (including banks—see later) is served through a combination of supervisory actions. 
These include, inter alia, first, periodic analysis of the bank’s or other important firm's 
business model and strategy; regular meetings between FCA supervisors, senior man- 
agement, and board members; and annual strategy meetings between FCA senior man- 
agement and firm executives; and secondly, occasional ‘deep dive’ assessments as needed 
during each assessment cycle and periodic firm evaluation; and thirdly, regular baseline 
monitoring of regulatory returns.”° 


7° See FCA, ‘How the Financial Conduct Authority Will Investigate and Report on Regulatory Failure’ 18 
April 2013. 

71 S, 1M, Part 1A of FSMA 2000. 72 Tbid., ss. 1N-1Q, Part 1A. 3 Ibid., s. IR. 

74 See FCA, ‘How We Supervise Firms, version of 18 September 2015, available at www.fca.org.uk/about/ 
what/regulating/how-we-supervise-firms, 

75 These are: (1) ensuring fair outcomes for consumers and integrity of markets; (2) being forward-looking 
and pre-emptive, identifying potential risks and taking action before they have a serious impact; (3) focus is 
placed on the big issues and causes of problems that may have a significant impact on FCA objectives; (4) taking 
a judgement-based approach, with the emphasis on achieving the right outcomes; (5) ensuring firms act in the 
right spirit, namely, they consider the impact of their actions on consumers and markets rather than just com- 
plying with the letter of the law; (6) examination of business models (how the firm makes money) and culture, 
and the impact they have on consumer and market outcomes; (7) emphasis is placed on individual account- 
ability, ensuring senior management understand that they are personally responsible for their actions—and 
that we hold them to account when things go wrong; (8) robust responses when things go wrong, making 
sure that problems are fixed, consumers are protected and compensated, and poor behaviour is rectified along 
with its root causes; (9) communicating openly with industry, firms, and consumers to gain a deeper under- 
standing of the issues they face; (10) using a joined-up approach, making sure firms get consistent messages 
from the FCA and ensuring effective independent supervision of dual-regulated firms (see FCA, “Ihe FCAs 
Approach to Supervision for Fixed Portfolio Firms, 7-10, available at www.fca.org.uk/static/documents/cor- 
porate/supervision-guide-fixed.pdf. 

7° Thid., 4. 
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Supervision of risk 

The FCA’ supervision of risk is based on a dual approach: the firm-level approach, which 
involves assessing and dealing with risks to an individual firm or group of connected firms; 
and the themes approach, which involves managing risks that affect a number of firms, an 
entire sector, or the market as a whole. The FCA considers risk to be the combination of 
impact (the potential harm that could be caused) and probability (the likelihood of the 
particular issue or event occurring). The FCA combines impact and probability factors to 
identify risk, measure the importance of a given risk, monitor the way the identified risk 
progresses, and identify ways to mitigate risks.’” The probability factors relate to the like- 
lihood of an event happening, and the impact factors indicate the scale and significance of 
the problem if it were to happen. This is a more reasonable and likely to prove more accur- 
ate approach when measuring conduct and financial crime risk, because macroprudential 
risk, which is often mired in impossible to model uncertainty, has much less of an impact 
here than in the field of microprudential supervision. 

In the process of risk identification the FCA will, first, focus on intelligence gathering 
from a variety of sources (e.g. this can be through visits to firms as part of its supervision 
or enforcement action, information provided by firms’ monitoring of regulatory returns 
and similar data, transaction monitoring, sector and environmental analysis, and project 
work). Then the FCA will score the risk against several probability and impact factors, 
weighting them as high, medium-high, medium-low, or low. The impact and probability 
of risk method offers a measure of the overall risk that a firm, an individual, or a market 
poses to its statutory objectives.” This approach enables the FCA to prioritize risks and 
make decisions on what, if anything, its regulatory response should be, as well as to set 
strategic aims and outcomes and allocate resources to serve its regulatory priorities. 


Supervision of conduct 


The FCA supervision of conduct in the wider financial sector including banks is premised 
on three pillars of supervision activity:”’ 


Pillar I is a programme of proactive, firm-specific supervision for the largest firms and 
groups; 

Pillar II is event-driven, reactive supervision, which is focused on dealing with crystal- 
lized or crystallizing risks in accordance with our risk appetite; 


Pillar III is the thematic approach, where we focus on risks and issues for a sector as 
a whole. 


All authorized firms are allocated to one of two conduct categories: fixed portfolio and 
flexible portfolio firms.” Most large banks are considered under this categorization as 
fixed portfolio firms and have an ongoing proactive relationship with the FCA and a 
dedicated team of supervisors at the FCA. Essentially, such institutions are subject to an 
ongoing cycle of proactive supervision.*' Firms’ business models and strategy culture, 


” See FCA, ‘Risk Management, version of 14 February 2014, available at www.fca.org.uk/about/what/regu- 
lating/how-we-supervise-firms/risk-management. 

™ Thid. 

7? See FCA, ‘How We Supervise Firms—Conduct Supervision, updated 18 September 2015, available at 
www.fca.org.uk/about/what/regulating/how-we-supervise-firms. 

*° Ibid. ‘Fixed portfolio firms’ are a ‘small population of firms (out of the total number regulated by us) that, 
based on factors such as size, market presence and customer footprint, require the highest level of supervisory 
attention, all other firms are classified as ‘flexible portfolio firms (FCA (n. 75), 9). 

8&1 Ibid., 10. 
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front-line business processes, systems and controls, and governance are the key areas 
examined by the FCA to identify how banks and other firms do business and treat their 
consumers.** On the other hand, smaller banks and other firms belonging to the flex- 
ible portfolio firms are supervised through thematic and market-based work, alongside 
programmes of communication, engagement, and education aligned to the key risks 
identified in the relevant sector. 

Moreover, following the recommendations of the Parliamentary Commission on 
Banking Standards, discussed in Chapter 3, the FCA has introduced a new so-called 
enhanced supervision’ process to ensure that the most serious risks posed by firms to the 
FCAS objectives are tackled in a focused and timely way by senior management at firms." 
Once a firm has an action plan (with milestones), the FCA will monitor the firm closely. 
To ensure continued regulatory scrutiny and challenge, FCA executive committees will be 
updated when milestones are reached or missed by the firms under enhanced supervision. 
A firm will be removed from enhanced supervision when it has effectively mitigated the 
key risks that led it to be placed under enhanced supervision in the first place. 


(iii) Enforcement 
Prevention 


The FCAs first line of defence is prevention. Thus, as discussed in the previous chapter, 
the FCA’s approach to monitoring financial crime, in accordance with its mandate, largely 
relies on the mandatory responsibilization of bank senior managers and the existence of a 
Money Laundering Reporting Othcer (MLRO) and proper discharge of her duties.** This 
function was discussed extensively in the previous chapter. Moreover, the FCA’s super- 
visory action is also based on thematic reviews, which may be used to assess current or 
emerging risks relating to an issue or product across a number of firms within a sector or 
market.” Some thematic reviews have already taken place with particular focus on anti- 
money laundering and data protection, mortgage, and trade finance. 


Enforcement and publication of enforcement action 


The FCA is vested with very wide criminal, civil, and regulatory investigation and enforce- 
ment powers. It can impose a wide range of sanctions in the event of misconduct based on 
a breach of requisite legislation or of infractions of conduct rules, including breaches of 
the FCA Principles and of its handbook.*® Enforcement action may be taken against both 
firms and individuals, and may involve, on a scale from the most severe: withdrawing a 
firm’s authorization; prohibiting individuals from carrying on regulated activities, via a 
prohibition order under section 56 of FSMA 2000; suspending firms or individuals from 
undertaking regulated activities; fining firms or individuals who breach the FCAs rules 


"aibid. 

23 The key features of Enhanced Supervision are: a review by supervisors of firm supervisory strategy; 
where appropriate, the FCA requires formal commitments from the firms Board to address the under- 
lying issues; and consideration of the use of other tools and powers. See FCA, ‘Enhanced Supervision, 
version of 14 October 2015, available at www.fca.org.uk/about/what/regulating/how-we-supervise-firms/ 
enhanced-supervision. 

84 See FCA, ‘Financial crime: a guide for firms—Part 1: A firms guide to preventing financial crime, April 
2015 available at www.handbook.fca.org.uk/handbook/FC/link/PDEhtml. 

85 A thematic review could focus on both discovering what is going on and on how the FCA suggests for 
the issue in question to be tackled. The thematic process can apply to a large variety of situations, firms and 
groups of consumers. See FCA, “Thematic Reviews, available at www.fca.org.uk/about/what/regulating/how- 
we-supervise-firms/thematic-reviews. 

36 S, 67 of FSMA 2000, as amended. 
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or commit market abuse; applying to the court for injunctions and restitution orders; and 
bringing criminal prosecutions to tackle financial crime, such as market abuse or under 
the relevant provisions of FMSA 2000 (e.g. s. 123). In some cases enforcement action will 
be taken jointly with the PRA. 

As explained earlier, the FCA Principles constitute the cornerstone of the PCA’ regime. 
Breaching a Principle makes a firm liable to disciplinary sanctions. The Principles are 
also relevant to the FCA’s powers of information gathering, to vary a firm’s authorization 
and of investigation and intervention, and provide a basis on which the FCA may apply 
to a court for an injunction or restitution order or require a firm to make restitution.” 
However, the Principles do not give rise to actions for damages by a private person (see 
PRIN 3.4.4 R). 

In determining whether a Principle has been breached, the FCA will look to the stand- 
ard of conduct required by the Principle in question. Under each of the Principles the 
onus is on the appropriate regulator to show that a firm has been at fault. Finding ‘fault 
varies between Principles.” Under Principle 1 (Integrity), for example, the FCA would 
need to demonstrate a lack of integrity in the conduct of a firm's business. Under Principle 
2 (Skill, care, and diligence) a firm would be in breach if it is shown to have failed to act 
with due skill, care, and diligence in the conduct of its business. Similarly, under Principle 
3 (Management and control) a firm would not be in breach simply because it failed to 
control or prevent unforeseeable risks; but a breach would occur if the firm had failed 
to take reasonable care to organize and control its affairs responsibly or effectively.*’ The 
FCA is allowed to publish the fact that a warning notice has been issued about a firm as 
well a summary of the notice. This power is made available to both the FCA and PRA. In 
making a decision about whether or not to disclose the warning notice, the regulator must 
consider a number of factors including whether publication of the information would be 
unfair to the person to whom the warning notice relates. 


ITI. PRUDENTIAL SUPERVISION 
IN THE EUROPEAN BANKING UNION 


A. FROM THE EUROPEAN SYSTEM OF FINANCIAL 
SUPERVISION (ESFS) TO THE EUROPEAN BANKING 
UNION (EBU) 


(i) The ESFS 


The EU’s reliance on a supervisory model that was centred on national supervisors was the 
product of the political realities of its time but it proved to be flawed. The failure of that sys- 
tem vindicated those who doubted whether a stable financial system, an integrated finan- 
cial system, and national financial autonomy are compatible, the so-called financial stability 
‘trilemma, analytically discussed in the preceding chapter.” Until 2010, the structures for 
cooperation, coordination, and consistent application of EU law were very weak. In terms 
of supervisory practice, there were three major gaps. First, there was a marked lack of any 
framework for the monitoring of systemic risk (macroprudential oversight) in the entire 
EU. Secondly, the loopholes of “home country control’ came into sharp focus. Foreign bank 


*7 PRIN 1.1.8 G. "8 See PRIN 1.1.7 G. =? Ibid. 
°? See D. Schoenmaker, “The Trilemma of Financial Stability, Duisenberg School of Finance Working 
Paper, February 2009, available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1340395. 
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branches, which proved to be systemically critical and a menace to host country’s systemic 
stability, were, nevertheless, supervised by their home regulator.*! Even more worrying was 
the fact that the identified loopholes in supervision were left unattended while the level of 
harmonization of national prudential regulation regimes was getting increasingly dense. 
Thirdly, the uncoordinated bank rescues of 2008, and especially the Fortis case, highlighted 
the lack of cross-border structures for crisis management and bank resolution. 

These gaps in EU financial supervision called for a radical rethinking of regula- 
tory structures in the EU. In November 2008, the Commission mandated a High-Level 
Group chaired by Jacques de Larosiére to make recommendations on how to strengthen 
European supervisory arrangements in order to improve investor/consumer/depositor/ 
taxpayer protection and rebuild trust in the financial system. The Group identified big 
gaps in the supervision of EU markets, including the absence of a systemic risk oversight 
body. The High-Level Group recommended in its final report, presented on 25 February 
2009 (the ‘de Larosiere Report’),”” reforms to strengthen the supervision of the EU finan- 
cial sector and ways to facilitate consistent implementation of harmonized rules. 

Following the recommendations of the de Larosiére Report and substantial further con- 
sultations, production of financial regulation in the EU, and to some extent supervision 
(even before the advent of the EBU), underwent extensive reform. The general character- 
istics of the EU reforms were: 


(a) establishment of a soft law macroprudential oversight and systemic risk monitor- 
ing body, the European Systemic Risk Board (ESRB), which, essentially, provides 
macroprudential research and advice at the EU level;”* 


(b) the standard-setting competence of the European Supervisory Agencies (ESAs) 
made them the central pillars and channels of maximum harmonization through 
their competence in drafting common EU rule books and monitoring consistent 
application of harmonized rules at the national level. In the case of banking markets 
this job is assigned to the European Banking Authority (EBA).”* 


(ii) The European Banking Union 


While rule-making centralization was long on the cards for the EU banking sector, the 
catalytic development was the establishment of the European Banking Union bringing 
about the centralization of bank supervision and resolution within the Eurozone. The trig- 
ger for the establishment of the EBU was the Eurozone debt crisis. This involved, apart 
from the Greek case, which was largely an issue of sovereign over-indebtedness, a number 
of other Eurozone Member States, which had to pick up the pieces of an over-exposed 
banking sector (e.g. Ireland, Spain, and Cyprus). On the one hand, bank insolvencies 


91 FSA, Turner Review, ‘A Regulatory Response to the Global Banking Crisis, March 2009, 37-9; House 
of Lords, European Committee, 14th Report, “The Future of EU Financial Regulation and Supervision, Ch. 
7, Session 2008-09, 9 June 2009, available at www. publications. parliament.uk/pa/id200809/ldselect/Ideucom/ 
106/10610.htm. 

92 The de Larosiére report is available at http://ec.europa.eu/internal_market/finances/docs/de_larosiere_ 
report_en.pdf. 

° See www.esrb.europa.eu/home/html/index.en.html. 

%4 The European Banking Authority (EBA) is an independent EU Authority which works to ensure effective 
and consistent prudential regulation and supervision across the European banking sector. Its main task is to 
contribute to the creation of the European Single Rulebook in banking, whose objective is to provide a single 
set of harmonized prudential rules for financial institutions throughout the EU. The Authority also plays an 
important role in promoting convergence of supervisory practices and is mandated to assess risks and vulner- 
abilities in the EU banking sector (see www.eba.europa.eu/about-us). 
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necessitated public bailouts in the period before mandatory bail-in regimes. Thus, bank 
debts could easily be transformed into sovereign debts, creating the first part of a ‘dia- 
bolical’ loop (so-called ‘doom loop’). On the other hand, the banks of an over-indebted 
state can easily find themselves implicated in a liquidity crisis, as sovereign bonds become 
insufficient collateral to raise new funds, and ultimately in a solvency crisis. In addition, 
the sovereign’s fiscal adjustment plan can trigger a recession, which, in turn, leads to an 
attendant increase of Non-Performing Loans (NPLs), placing pressure on bank solvency. 

Accordingly, the EBU was conceived as a ‘way to, first, address the financial stability tri- 
lemma, and, secondly, to break the link between Member States and their banks (the famous 
doom loop) and thus protect Member States’ taxpayers from the deleterious consequences 
of a banking crisis.” ‘Ihe building of the EBU was also seen as an essential and necessary 
step to restore the credibility of the Eurozone banking sector and market confidence in it. 
The European Banking Union was designed to have three institutional pillars: the Single 
Supervisory Mechanism (SSM), the Single Resolution Mechanism, and a Single Deposit 
Protection Scheme for EU banks. Moreover, the completion of the single rule book was 
thought as a major step towards the achievement of an European Banking Union. In addition 
the European Stability Mechanism (ESM)”° was established as a Eurozone stabilization fund. 

But as the single deposit guarantee scheme is, as discussed in Chapter 3, far from comple- 
tion, the EBU remains an incomplete project. Moreover, the ESM direct recapitalization tool 
for banks never came to pass as originally envisaged, and the ESM is only a fund from which 
Eurozone members can borrow money on their account to recapitalize banks in trouble and 
that only following a full round of a minimum of 8 per cent bail-in of bank liabilities and a 
5 per cent participation of national resolution funds.” Thus, the claim about breaking the 
doom loop looks unsupported and the effects of bail-ins when applied to an entire sector or 
in the context of a systemic crisis remain doubtful,” and may prove more potent in under- 
mining investor confidence in the Eurozone banking sector rather than boosting it. 


B. THE SINGLE SUPERVISORY MECHANISM: FUNCTION 
AND POWERS 


(i) Background 


The European single supervisory system for banks was established to enable rigorous, 
comprehensive, and independent supervision of the Eurozone banking sector. Giving the 


?” See EU Commission Communication, ‘A Roadmap towards a Banking Union, COM/2012/0510 final- 
2012, September 2012. cf. the toned down language about the ‘doom loop’ in the EU Council's current descrip- 
tion of the EBU: “The banking union is an EU-level banking supervision and resolution system which operates 
on the basis of EU-wide rules, It aims to ensure that the banking sector in the euro area and the wider EU is safe 
and reliable and that non-viable banks are resolved without recourse to taxpayers’ money and with minimal 
impact on the real economy ... The banking union aims to: ensure banks are robust and able to withstand any 
future financial crises; prevent situations where taxpayers’ money is used to save failing banks; reduce market 
fragmentation by harmonising the financial sector rules; strengthen financial stability in the euro area and the 
EU as a whole; available at www.consilium.europa.eu/en/policies/banking-union/, 

°° The European Stability Mechanism (ESM) provides financial assistance to euro area Member States expe- 
riencing or threatened by financing difficulties, if indispensable to safeguard the financial stability of the euro 
area as a whole and of its Member States. This may include funds borrowed to directly recapitalize a Member 
State's banking sector. ‘Ihe granting of any financial assistance under the ESM is subject to strict conditionality 
(Art. 136 of the Treaty of the Functioning of the European Union (TFEU)), www.esm.europa.eu/index.htm. 

°” Art. 37(10), Rec. 73 Directive 2014/59/EU establishing a framework for the recovery and resolution of 
credit institutions and investment firms, OJ 2014 L 173/190, 12 June 2014 (BRRD). 

°*® See E. Avgouleas and C. Goodhart, ‘A Critical Evaluation of Bail-in as a Bank Recapitalisation Mechanism, 
CEPR Discussion Paper No. DP 10065, July 2014. 
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ECB the ultimate responsibility for supervision of banks in the euro area was thought to 
be important in increasing confidence in European banks and enhance financial stability 
in the Eurozone. 

The SSM states as its objectives: (a) ensuring the safety and soundness of the European 
banking system, (b) increasing financial integration and stability, and (c) ensuring con- 
sistent supervision. Adding supervision—a politically charged task and an executive 
competence—to the ECB’s responsibilities, was plausibly seen as a risk to its impartiality 
and independence as a monetary authority for the euro area. This is a very import- 
ant distinction since banking and monetary policy, though interlinked, are not identi- 
cal. However, there are contrasting views as regards the extent and form of separation 
between the two functions. Accordingly, the supervisory function had to be kept dis- 
crete and independent from the rest of the ECB structures to preserve its institutional 
autonomy.”? 

The desirable ambit of the ECB’s supervisory powers was the subject of considerable 
debate. Several Member States wanted the SSM to be restricted to ‘systemically import- 
ant’ banks. For example, there was controversy on whether German savings and coopera- 
tive banks should come under the remit of the SSM. These banks considered themselves 
as local regional banks with passive assets and low risk exposures; hence, subject to a 
different policy regime from commercial banks. It was, in the end, resolved that the ECB, 
as part of the SSM, would directly supervise only those banks that could generate signifi- 
cant prudential risks through their size or risk profile’®° (see later for a discussion of the 
‘significance criteria). As a result, national supervisors, so called National Competent 
Authorities (NCAs), have remained part of the unified supervisory system. Moreover, 
while the SSM has the power to step in to assume direct supervision of any bank in 
the Eurozone, national supervisors have remained in charge of tasks like consumer pro- 
tection, money laundering, and branches of third-country banks, as well as supervising 
compliance with conduct rules. 

Similarly, national central banks and other national authorities have remained 
responsible for setting the overall macroprudential framework for their banks, which, 
naturally, has to be based on the national macroeconomic circumstances and economic 
and financial cycle. The lender of last resort function, mostly operated in the Eurozone 
via the Emergency Liquidity Assistance scheme (ELA), has remained the responsibility 
of national central banks, subject to approval by the ECB and in compliance with the 
requisite provisions of the ECB statute (i.e. bank solvency).'°’ On the other hand, the 
ECB operates directly schemes that provide liquidity to member banks like Long-Term 
Refinancing Operations (LTRO), where liquidity is offered on the basis of adequate col- 
lateral. The ECB’s function as liquidity provider to Eurozone banks and its limited remit 
as LOLR are mired in controversy and were discussed in more detail in the previous 
chapter. 


°° See below for SSM organization and governance structures. 

100 The ECB is currently supervising 129 entities judged on the basis of significance. These banks hold 
almost 82 per cent of banking assets in the euro area. See ECB, ‘List of Supervised Entities, 30 December 2015, 
available at www.bankingsupervision.europa.eu/ecb/pub/pdf/List_for_publishing_20151230.pdf?8t3c2b2083 
bb3ab26482fe79fdcb68f6. 

101 See ECB/Eurosystem, ‘The procedures underlying the Governing Council's role pursuant to Article 14.4 
of the Statute of the European System of Central Banks and of the European Central Bank with regard to the 
provision of ELA to individual credit institutions (‘ELA Procedures’), available at www.ecb.europa.eu/pub/ 
pdf/other/20 1402_elaprocedures.en.pdf?10cc0e926699a198416 1dc21722ca841. 
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(ii) Independence from monetary policy and SSM organization 


Independence from monetary policy decision-making 

The SSM’s independence from industry interference and industry interests as well as 
from national interests is well enshrined in its founding law.'®? Also Article 25 of the SSM 
Regulation provides that the ECB as part of the SSM shall carry out the tasks conferred on 
it by the Regulation ‘without prejudice to and separately from its tasks relating to mon- 
etary policy and any other tasks. The tasks conferred on the ECB by this Regulation shall 
neither interfere with, nor be determined by, its tasks relating to monetary policy.” Staff 
involved in carrying out the tasks conferred on the ECB by this Regulation shall be organ- 
izationally separated from, and subject to, separate reporting lines from the staff involved 
in carrying out other tasks conferred on the ECB.’ In addition, the operation of the 
Governing Council is completely differentiated as regards monetary and supervisory 
functions, including strictly separate meetings and agendas.” 


Decision-making within the SSM 


The Supervisory Board plans and carries out the SSM’s supervisory tasks and proposes 
draft decisions to the ECB’s Governing Council for adoption.'®® The Supervisory Board 
is composed of the Chair and Vice-Chair, four representatives of the ECB, and one rep- 
resentative of the National Competent Authorities (NCAs) in each participating Member 
State, usually the top executive of the relevant NCA responsible for banking supervi- 
sion.’°’ The Supervisory Board's draft decisions are proposed on the basis of thorough, 
objective, and transparent information, bearing in mind the interest of the EU as a whole. 
The Supervisory Board operates in a way that ensures its independence.'®* The deci- 
sion-making process is based on a ‘non-objection’ procedure: if the Governing Council 
does not object to a draft decision proposed by the Supervisory Board within a defined 
period of time that may not exceed ten working days, the decision is deemed adopted. 
The Governing Council may adopt or object (on grounds of monetary policy) to draft 
decisions but cannot change them.*°? The ECB has created a Mediation Panel to resolve 
differences of views expressed by the NCAs concerned regarding an objection by the 
Governing Council to a draft decision of the Supervisory Board.'*® 

The ECB has also established an Administrative Board of Review to carry out internal 
administrative reviews of decisions taken by the ECB in the exercise of its supervisory 
powers.''* Any natural person or supervised entity may request a review of an ECB deci- 
sion, which is addressed to them, or is of direct and individual concern. The Administrative 
Board of Review may also propose to the Governing Council that it suspend the applica- 
tion of the contested decision for the duration of the review procedure.'!? The Board is 
composed of five independent members who are not staff of the ECB or an NCA? A 
request for a review of an ECB decision by the Administrative Board of Review does not 
affect the right to bring proceedings before the Court of Justice of the EU. 


102 Art. 19, Recs. 75-6 of Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on 
the European Central Bank concerning policies relating to the prudential supervision of credit institutions, Oj 
2013, L287/63 (hereinafter SSM Regulation). 

MAATE 250). 10 Tbid. OD iN ae AD). 

106 Arts 19, 25, and 26 SSM Regulation. 

107 Art. 26(1) and (3) SSM Regulation. 1° Art. 26(1) SSM Regulation. 
°° Art. 26(8) SSM Regulation. 110 Art. 25(6), Rec. 73 SSM Regulation. 

11 Art. 24, Rec. 64 SSM Regulation. 12 Art. 24(2)-(3) SSM Regulation. 

13 Art. 24(2) SSM Regulation. For a thorough and analytical discussion of SSM powers see C. Gortsos, The 
Single Supervisory Mechanism (SSM)—Legal Aspects of the First Pillar of the European Banking Union Cates 
EPLO, 2015). i 
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(iii) The scope of SSM powers 


Under the SSM Regulation of October 2013, the ECB is vested with the necessary inves- 


tigatory and supervisory powers to perform its tasks and will carry out the following 
functions: 


licensing/authorization of EMU-based financial institutions (in cooperation with the 
National Competent Authorities (NCAs) (Arts 4 and 14 of the SSM Regulation); 


monitoring compliance with capital, leverage, and liquidity requirements (Arts 4 and 
16 of the SSM Regulation); 


conducting supervision of financial conglomerates (Art. 4(1)(h) and Rec. 26 of the SSM 
Regulation); 


early intervention measures (Prompt Corrective Action) when a bank breaches or risks 


breaching regulatory capital requirements by requiring banks to take remedial action 
(Art. 4(1)(i) and Rec. 27 of the SSM Regulation). 


The ECB is directly responsible only for the authorization and supervision of ‘signifi- 
cant’ institutions, a term that encompasses individual entities, significant groups, and 
holding companies. The SSM Regulation and the SSM Framework Regulation contain 
several criteria according to which credit institutions are classified as either significant 
or less significant. Accordingly, the significance will be assessed based on the following 
ebitenia:’** 


(a) size; 
(b) importance for the economy of the Union or of any participating Member State; 


(c) significance of cross-border activities. 


A credit institution or financial holding company or mixed financial holding company 
shall not be considered less significant, unless justified by particular circumstances, if any 
of the following conditions is met: 


(a) the total value of its assets exceeds €30 billion; 


(b) the ratio of its total assets over the GDP of the participating Member State 
of establishment exceeds 20 per cent, unless the total value of its assets is below 
€5 billion; 

(c) the total value of its assets exceeds €5 billion and the ratio of its cross-border assets/ 
liabilities in more than one other participating Member State to its total assets/ 
liabilities is above 20 per cent; 

(d) itis one of the three most significant credit institutions established in a Member State; 


(e) it is a recipient of direct assistance from the European Stability Mechanism. 


Following a notification by a national competent authority that it considers such an 
institution of significant relevance with regard to the domestic economy, the ECB takes 
a decision confirming such significance following a comprehensive assessment, includ- 
ing a balance sheet assessment, of that credit institution. Notwithstanding the fulfilment 
of the above criteria, the ECB may also, on its own initiative, consider an institution to 
be of significant relevance where it has established banking subsidiaries in more than 
one participating Member States and its cross-border assets or liabilities represent a 


114 Art. 6(4) SSM Regulation. 115 Tbid. 
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significant part of its total assets or liabilities subject to the conditions laid down in the 
methodology. "$ 

The determination ofwhether or not a credit institution is significant is made on an ongoing 
basis and the SSM conducts a regular review in this context. All credit institutions authorized 
within the participating Member States are assessed to determine whether they fulfil the cri- 
teria for significance. If a group or a credit institution that is considered less significant meets 
any of the relevant criteria for the first time; it is declared significant and the NCA hands over 
responsibility for its direct supervision to the ECB. Conversely, a credit institution may no 
longer be significant, in which case the supervisory responsibility for it returns to the relevant 
NCA(s). In both cases, the ECB and the NCA(s) involved carefully review and discuss the 
issue and, unless particular circumstances exist, plan and implement the transfer of supervis- 
ory responsibilities so as to allow for a continued and effective supervision." 


(iv) Authorizations, acquisitions of qualifying holdings, and withdrawal of 
authorizations 


The ECB has exclusive competence to grant and withdraw the authorization of any credit 
institution in the EBU,''* for acting as the home regulator for firms from the Eurozone 
who use the EU passport to carry out business cross-border or establish a branch in a non- 
Eurozone Member State,'’’ and to assess the acquisition of holdings in credit institutions 
in the euro area.!”° These tasks are carried out by the ECB’s Authorisation Division.’”’ 
Notwithstanding the ECB’s exclusive competence in carrying out these tasks, the ECB acts 
jointly with the National Competent Authorities (NCAs). 

With respect to authorizations to take up the business of a credit institution, withdraw- 
als of such authorizations and assessment of acquisitions of qualifying holdings,'*” the 
SSM Framework Regulation’’’ has established a number of procedures, known as the 
‘common procedures, which ultimately are decided on by the ECB, regardless of the sig- 
nificance of the credit institution concerned. The SSM common procedures are governed 
by the following key principles:'”* 


e applications for authorizations and notifications of an acquisition of a qualifying 
holding are always sent by the applicant entity to the relevant NCA;'”° 


e the NCA notifies the ECB of receipt of an application for authorization within 15 
working days;*”° 


116 Art. 6(4) SSM Regulation. 17 Art. 6(2), (3), and (5)-(8) SSM Regulation. 

"8 Arts 4(1)(a) and 14, Recs. 20 and 21 SSM Regulation. 119 Art, 4(1)(b) SSM Regulation. 

120 Arts 4(1)(c) and 15 SSM Regulation. ‘Qualifying holdings’ are defined by the Regulation as (as defined 
in point 36 of Art. 4(1) of Regulation (EU) No 575/2013) direct or indirect holdings in an undertaking which 
represent 10 per cent or more of the capital or of the voting rights or which makes it possible to exercise a sig- 
nificant influence over the management of that undertaking. 

121 ECB Guide to Banking Supervision, paras. 49 and 27, available at www.bankingsupervision.europa.eu/ 
ecb/pub/pdf/ssmguidebankingsupervision20141 1.en.pdf?404fd6cb6 1 dbde0095c87 22dS5ath29ed 
ECB Guide to Banking Supervision). 

122 ECB Guide to Banking Supervision (n. 121), 21, Fig. 7. 

123 Regulation ECB/2014/17 of 16 April 2014 establishing the framework for cooperation within the Single 
Supervisory Mechanism between the ECB and national competent authorities and with national designated 
authorities, OJ 2014 L 141/51, Part V (hereinafter the SSM Framework Regulation). 

* Ibid. 

125 ECB Guide to Banking Supervision (n. 121), 28, para. 51. For the granting of new banking licences, this is the 
NCA of the Member State where the new credit institution is to be established: for intended acquisitions of qualifying 
holdings, the relevant NCA is the NCA of the Member State where the institution being acquired is established (ibid). 

2 As regards notification of an intention to acquire a qualifying holding, the NCA notifies the ECB of such 
notification no later than five working days following its acknowledgement of receipt to the applicant, 
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e once applications have been submitted and their completeness verified, they are sub- 
ject to a complementary assessment by the receiving NCA, the ECB, and any other 
NCAs concerned. The assessment focuses on ensuring that all relevant parties have 
a thorough understanding of the business model and its viability in accordance with 
all the criteria set out in relevant national and EU laws. 


NCAs will reject applications that do not comply with the conditions for authorization laid 
down in the relevant national law and send a copy of their decision to the ECB.” If the 
NCA is satisfied that the application complies with national conditions for authorizations, 
it proposes to the ECB a draft decision containing its assessment and recommendations.'”* 
The final decision on the approval or rejection rests thereafter with the ECB,” which may 
reject an application or impose additional options. In that case a hearing procedure will 
be held before the final decision.'*° There is a similar procedure as regards acquisition and 
disposal of qualifying holdings.'*' The relevant NCA proposes a draft decision to the ECB 
to oppose or not to oppose the acquisition or disposal, but the final decision rests with the 
Rep 

Both the ECB and the NCAs of participating Member States where an institution is 
established, have the right to propose the withdrawal of a banking licence. NCAs can pro- 
pose a withdrawal upon the request of the credit institution concerned or, in other cases, 
on its own initiative in accordance with national legislation.'** The ECB can initiate a 
withdrawal in cases set out in the relevant EU laws.'** Either way the final decision rests 
with the ECB."*° The institution concerned has the right to be heard under Article 31 of 
the SSM Framework Regulation. The ECB Guide to Banking Supervision provides that the 
ECB and the relevant NCAs consult on any proposals for the withdrawal of a licence.'*° 

Critically, given the fact that such withdrawal, if not voluntary, will inevitably relate to 
either a bank entering resolution, due to failing to meet the capital and liquidity thresh- 
olds provided in CRD IV, these consultations, according to the ECB Guide are also used 
to lawfully ‘buy’ time, as they ‘are intended to ensure that, before a decision is taken, the 
relevant bodies (i.e. NCAs, national resolution authorities and the ECB) have sufficient 
time to analyse and comment on the proposal, raise potential objections and take the 
necessary steps and decisions to preserve the going concern or resolve the institution, if 


deemed appropriate? 


(v) SSM supervisory powers and functions 


The aim of the SSM as regards supervision is to (a) establish a common approach to day- 
to-day supervision and adopt harmonized supervisory actions and corrective measures 
and (b) to ensure the consistent application of regulations and supervisory policies in 
order to safeguard that supervised banks address key risks effectively.'** 

As already explained, beyond the discussed authorization competence, Article 4 of the 
SSM Regulation confers ‘exclusive competence’ on the ECB for a specific list of key super- 
visory tasks contemplated by the CRD IV package.'*” The ECB will be responsible for the 


27 Art. 75 SSM Framework Regulation. 128 Art. 76 SSM Framework Regulation. 

129 Arts 78 and 31 SSM Framework Regulation. `° Art. 77 SSM Framework Regulation. 

131 Art, 85 et seq. SSM Framework Regulation. 

132 Arts 85, 86, and 87 SSM Framework Regulation. '°° Art. 80 SSM Framework Regulation. 

134 Art. 82 SSM Framework Regulation. 135 Arts 81 and 83 SSM Framework Regulation. 

136 ECB Guide to Banking Supervision (n. 121), 29, para. 83. “7 Thid. 

138 Indicatively, for 2016 the SSM set, in a non-exclusive manner, five priorities: business model and profit- 
ability risk, credit risk, capital adequacy, risk governance and data quality, and liquidity. 

139 As already mentioned, this includes: (a) authorization and licensing of EBU credit institutions; (b) the 
assessment of acquisitions and disposals of holdings in EBU credit institutions; (c) ensuring compliance with 
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day-to-day conduct of the full range of supervisory tasks only with respect to the signifi- 
cant banks, which fall under its direct supervision. In addition, its prudential supervision 
duties extend to oversight of banks’ recovery plans, involvement in resolution planning, and 
responsibilities with respect to preventative steps that have to be taken.'*° And in this con- 
text the ECB is vested with the extensive early intervention powers provided in the BRRD."* 

In addition, the ECB ensures compliance with requirements imposed by Art. 4(3) of the 
SSM Regulation on credit institutions to have in place robust governance arrangements, 
including the fit and proper requirements for the persons responsible for the management 
of credit institutions, risk management processes, internal control mechanisms, remuner- 
ation policies and practices, and effective internal capital adequacy assessment processes, 
including Internal Ratings-Based models.” 

Moreover, the ECB carries out supervisory reviews, including where appropriate in 
coordination with the EBA, stress tests, and their possible publication, in order to deter- 
mine whether the arrangements, strategies, processes, and mechanisms put in place by 
credit institutions and the own funds held by these institutions ensure a sound manage- 
ment and coverage of their risks. On the basis of that supervisory review it may impose 
on credit institutions specific additional own funds requirements, specific publication 
requirements, specific liquidity requirements, and other measures, where specifically 
made available to competent authorities under EU law. Finally, if necessary, the ECB has 
the power to apply higher capital buffers and more stringent macroprudential measures 
than those applied by national authorities. These are not insignificant reserve powers, 
though the macroprudential function is mostly discharged by NCAs.*** 

With regard to group supervision, the ECB will participate in consolidated and supple- 
mentary supervision of the parent and any multiple subsidiaries in (European Banking 
Union) participating member countries and it will take on host state supervision tasks with 
respect to branches of banks established in participating Member States. Namely, the ECB 
carries out supervision on a consolidated basis over credit institutions’ parents established 
in one of the participating Member States, including over financial holding companies and 
mixed financial holding companies. It also participates in supervision on a consolidated 
basis, including in colleges of supervisors, in relation to parents not established in one of the 
participating Member States. 

In discharging its duties as EBU microprudential supervisor, the ECB follows the technical 
standards developed by the European Banking Authority (EBA) and adopted by the European 
Commission, and also to the EBA’s Supervisory Handbook. Moreover, in areas not covered by 
this set of rules, or if a need for further harmonization emerges in the conduct of the day-to- 
day supervision, the ECB will issue its own standards and methodologies, while considering 
Member States’ national options and discretions under EU legislation.’** This again may be an 
area where the ECB will find its remit overlapping with that of the EBA. Moreover, the ECB acts 
with full regard and duty of care for the unity and integrity of the Single Market based on the 
equal treatment of credit institutions with a view to preventing regulatory arbitrage. Against this 
background, it should also reduce the supervisory burden for cross-border credit institutions. 


EU capital, liquidity, and related requirements; (d) overseeing robust and sound internal governance, internal 
. A d 
assessment, and risk management arrangements, strategies, processes, and mechanisms; (e) carrying out stress 


tests; (f) conducting consolidated supervision; (g) participating in supplementary supervision of financial 
conglomerates. 


14% Art, 4(1)(i) and Rec. 27 SSM Regulation. 141 Art, 21 et seq. and Rec. 40 BRRD, 

142 In the course of 2017 the ECB undertook a “Targeted Review of Internal Models (TRIM) to restore con- 
fidence (see ECB Press Release, ‘ECB Supervision zooms in on internal models, 7 April 2017). 

143 Art. 5, Rec. 24 SSM Regulation. 144 ECB Guide to Banking Supervision (n. 121), 5-6, 
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(vi) SSM supervisory principles 


Upon assumption of its supervisory powers, the ECB issued a guide explaining how it 
should exercise its supervisory powers.'** Critically, this guide sets out, inter alia, (a) the 
distribution of tasks between the ECB and the NCAs of the participating Member States, 
the decision-making process within the SSM, (b) the operating structure of the SSM, (c) 
the supervisory cycle of the SSM, and (d) the conduct of supervision in the SSM. Moreover, 
according to the Guide, the SSM approach to supervision is based on a number of key 
Principles. 


SSM Principles 


The first of these principles is independence and accountability, stressing that the SSM’s 
supervisory tasks are exercised in an independent manner, namely, free of industry or pol- 
itical interference, something that has often not been the case in the past in certain juris- 
dictions. Moreover, Principle 6 (Risk-based approach) explains that the SSM approach to 
supervision is risk-based and takes into account both the degree of damage which the failure 
of an institution could cause to financial stability and the possibility of such a failure occur- 
ring. Where the SSM judges that there are increased risks to a credit institution or group 
of credit institutions, those credit institutions will be supervised more intensively until the 
relevant risks decrease to an acceptable level. The SSM approach to supervision is based on 
qualitative and quantitative approaches and involves judgement and forward-looking crit- 
ical assessment. Such a risk-based approach ensures that supervisory resources are always 
focused on the areas where they are likely to be most effective in enhancing financial stability. 

The Principles also highlight that SSM supervision ought to be proportionate 
(Principle 7) and thus SSM supervisory practices must be commensurate with the sys- 
temic importance and risk profile of the credit institutions under supervision. The pro- 
portionality principle is one of the key determinants for the allocation of supervisory 
resources by the SSM. Accordingly, the intensity of the SSM’s supervision varies across 
credit institutions, with a stronger focus on the largest and more complex systemic groups 
and on the more relevant subsidiaries within a significant banking group. This is consist- 
ent with the SSM’s risk-based and consolidated supervisory approach. 

In addition, there ought to be adequate levels of supervisory activity for all credit insti- 
tutions (Principle 8), ensuring that there is a minimum level of supervisory activity for all 
credit institutions and an adequate level of engagement with all significant institutions, 
irrespective of the perceived risk of failure. Thus, the SSM categorizes credit institutions 
according to the impact of their failure on financial stability and sets a minimum level of 
engagement for each category. 

Finally, the SSM is mandated to adopt effective and timely corrective measures 
(Principle 9) to ensure the safety and soundness of individual credit institutions as well as 
the stability of the European financial system and the financial systems of the participating 
Member States. It proactively supervises credit institutions in participating Member States 
to reduce the likelihood of failure and the potential damage, with a particular focus on the 
reduction of the risk of a disorderly failure of significant institutions. Given the existence 
of a strong link between assessment and corrective action, the SSM intends to intervene 
as early as possible, thus reducing the size of potential losses for the relevant credit institu- 
tion’s creditors (including depositors). Naturally, the failure of individual credit institu- 
tions may not always be averted, regardless of the SSM's efforts, and a firm might have to 
enter into resolution procedures in the end. 


145 See n. 121 earlier. 
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The supervisory cycle 

What is of utmost importance in terms of effective supervision is reading and structur- 
ing properly the supervisory cycle, which refers to the methodologies and standards that 
underpin the day-to-day supervision that is carried out across all credit institutions. The 
SSM plans to engage with international regulatory fora to learn lessons from their experi- 
ence in the course of supervision and the performance of quality assurance checks and 
definition of methodologies, standards, supervisory policies, and regulation. It also aims 
to incorporate experience gained from the practical implementation of the methodolo- 
gies and standards by feeding it through to the planning of supervisory activities for the 
forthcoming cycle. This planning also incorporates the analysis of key risks and vulner- 
abilities and strategic supervisory priorities. Naturally, while this is a sensible approach, 
it could also open the door for the gradual marginalization of the EBA, which is a pure 
rule-making body, as the SSM builds its knowledge capacity and attendant appetite to 
incorporate lessons learnt into its supervisory manual, which can gradually evolve into 
its supplementary supervisory rule book. 


(vii) Sanctions 


In principle, enforcement could be a vexed issue for the ECB unless sanctions were still 
being imposed through and by the NCAs. But the SSM Regulation (Recital 35) clarifies 
that in accordance with Article 132(3) TFEU and Council Regulation (EC) No 2532/98 
of 23 November 1998 (concerning the powers of the European Central Bank to impose 
sanctions),'*° the ECB is entitled to impose fines or periodic penalty payments on a credit 
institution, financial holding company, or mixed financial holding company that fails to 
comply with obligations under its regulations and decisions. As a result, in addition to 
other enforcement powers the SSM has, e.g. variation or withdrawal of an authorization or 
approval, the SSM Regulation gives the ECB the power to impose pecuniary penalties on 
the aforementioned organizations for breaches of its rules. The NCAs, though, retain the 
competence to apply penalties in case of failure to comply with obligations stemming from 
national law transposing EU law. 

The Regulation provides that where the ECB considers it appropriate for the fulfilment 
of its tasks that a penalty is applied for a breach, it can refer the matter to NCAs. The word- 
ing of the Regulation establishes a clear division between ECB supervised banks and the 
rest when it comes to enforcement. Still the ECB may request NCAs to open proceedings 
with a view to imposing penalties on an institution that is not under the ECB’s direct over- 
sight in the case of a breach of national law requirements.** 

Article 18 of the SSM Regulation explains that the ECB may only impose administrative 
sanctions for intentional or negligent breaches of a requirement under EU law in rela- 
tion to which administrative pecuniary penalties are available to competent authorities. 
Specifically, the ECB may impose fines of up to twice the amount of the profits gained or 
losses avoided because of the breach, where those can be determined, or up to 10 per cent 
of the total annual turnover of the person in breach. In the case of subsidiaries, the total 
annual turnover of the parent is calculated in order to identify the right level. On the other 
hand, the penalty must be both effective/dissuasive and proportionate to the seriousness 
of the breach.'** Finally, NCAs may impose fines on members of the management board 


146 Amended by Regulation (EU) 2015/159 concerning the powers of the Europea : 
n Central Bank t 
sanctions, OJ 2015 L 27/1, 3 February 2015. p S O pPOE 


147 Art, 18(5) SSM Regulation. 1 Art. 18(3) and (4) SSM Regulation. 


CHAPTER 5 BANK SUPERVISION IN PRACTICE 169 


of a credit institution, financial holding company, or mixed financial holding company, or 
any other individuals who under national law are responsible for the breach in question 
by the institution concerned. ^? 


(viii) SSM cooperation with non-participating countries, 
the ESAs, and the SRM 


Cooperation with the competent authorities of non-participating countries 


As regards the supervision of cross-border credit institutions active both inside and outside 
the euro area, the ECB is mandated to cooperate closely with the competent authorities of 
non-participating EU Member States, including information exchanges and participation in 
the colleges of supervisors and on the basis of the host/home country division of supervisory 
tasks, which will be respected.'°° In addition, Member States whose currency is not the euro 
have the option of joining the SSM.'*! The advantage of this option for non-participating EU 
Member States is of course a seat on the supervisory board, as they will still not have a seat 
in the ECB governing council, which is open only to Eurozone Member States. Even more 
importantly, SSM membership can qualify the non-participating state for ESM membership, 
whose funds may prove useful in the event of a major crisis in the banking market of that state. 

The SSM has concluded memorandums of understanding (MoUs) with the non-par- 
ticipating countries, which describe in general terms how they will cooperate with one 
another in the performance of their supervisory tasks under EU law, and which should be 
reviewed on a regular basis. Even more specifically, the SSM shall conclude an MoU with 
the competent authority of each non-participating Member State that is home to at least 
one global systemically important institution. `"? 


Cooperation with the ESAs and the SRM 


The SSM has a statutory duty to cooperate with the ESAs.’** To discharge its supervisory 
duties, especially in safeguarding financial stability, it ought to retain close cooperation 
with the ESRB. This, however, will not prove challenging as the ESRB is ECB dominated. 
ECB cooperation with the EBA is, on the other hand, at the heart of development of con- 
sistent supervisory practices. But the configuration of competence sharing between two 
institutions might give rise to coordination issues in the future and avert turf wars,’** in 
spite of the EBA’ strategic positioning as the institution that holds the EBU and the rest 
of the EU members together in offering a common regulatory and resolution framework, 
and shared objectives within the framework. 

The ECB has to work very closely with the SRM when it comes to assessment of bank 
recovery and resolution plans.'’° Also, it will have to cooperate closely with the SRM and 


149 Art. 18(1) and (4) SSM Regulation. 15° Rec. 42, Arts 4(2) and 17(3) SSM Regulation. 

151 Rec, 43 SSM Regulation. 152 Rec. 14, Art. 3(6) SSM Regulation. 

153 Art. 3, Rec. 31 SSM Regulation. 

154 eg, the ECB has established a dedicated Methodology and Standards Development Division, which 
regularly reviews and develops supervisory methodology. In fact, the ECB has the power to issue its own 
regulations, guidelines, and instructions on supervisory methodologies and common standards, taking into 
account the EBA’ role and single rule book. The common set of methodologies and standards covers topics 
such as the details of the Supervisory Review and Evaluation Process (SREP) and the notification and applica- 
tion procedures for supervised entities. 

155 Art. 3(4) SSM Regulation; Regulation (EU) No 806/2014 establishing uniform rules and a uniform 
procedure for the resolution of credit institutions and certain investment firms in the framework of a Single 
Resolution Mechanism and a Single Resolution Fund, OJ 2014 L 225/1, 30 July 2014; Memorandum of 
Understanding between the Single Resolution Board and the European Central Bank in Respect of cooper- 
ation and Information exchange, esp. sections 1-2. 
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the ESM, and eventually transfer responsibility beyond the crisis management stage, namely, 
where a bank supervised by the SSM faces more permanent difficulties. At this point the 
concerned institution becomes the responsibility of the SRM and the resolution authorities 
and the ECB and NCAs will inform each other without undue delay about the situation of 
the credit institution in crisis and discuss how to effectively address any related issues.'** 
The SSM will assist the SRM in reviewing the relevant resolution plans, with a view to 
avoiding a duplication of tasks. Similarly, the use of the BBRD recapitalization tool neces- 
sitates effective cooperation and the development of robust information flows between the 
SSM, the SRB, the ESM, and the national resolution authorities. If an ailing credit institution 
that is directly supervised by the ECB needs to be recapitalized, the ECB will be responsible 
for compiling the necessary information. For institutions that the ECB does not directly 
supervise, the ECB, on notification of the petition for ESM support, must immediately start 
preparations to assume direct supervision of the respective credit institution. The ECB will 
also actively participate in the negotiations with the ESM and the management of the ailing 
credit institution regarding the terms and conditions of the recapitalization agreement.'*” 


(viii) Evaluation of the function and effectiveness of the SSM 


Although the SSM is still at the early stages of its operation, it can be said to be a very useful 
addition to the Eurozone’ institutional framework,’** even in the absence of a clear fiscal 
backstop for the recapitalization of Eurozone banks. A particular challenge that the SSM faces, 
apart from the fact that the ECB does not have any past supervisory experience, is coordin- 
ation with NCAs. Another is cooperation with non-EBU regulators, especially when a super- 
vised bank enters into a stage where emergency measures could be taken that would impact 
on its non-EBU European branches and vice versa. At this stage, home regulatory forbearance 
tendencies may not be overcome via cooperation and the host jurisdiction might feel tempted 
to use coercive prudential powers without taking into account home regulator's views. As 
regards cooperation with the NCAs, an attempt has been made to standardize and harmon- 
ize exemptions and waivers, curtailing their discretion.’*’ Finally, the fact that the SSM is not 
the resolution body does ensure relative independence of resolution decisions. At the same 
time, it might give rise to acrimony if the SSM and the Single Resolution Board (SRB) come 
to a conflicting judgement as regards pre-resolution action. As the single resolution board 
(SRB) is a slow moving multi-layered organization, such disagreement might mean loss of 
valuable time for the troubled bank until it is eventually resolved. In practice, if any conflict- 
ing views arise as regards the necessity of resolution these are more likely to be between the 
NCAs and the SRB rather than between the ECB and the resolution board. Notwithstanding 
the very encouraging signs that have been observed from its start of operations to the end of 
2017, ultimately, SSM’s successful operation will be judged on two criteria. First, the consist- 
ent application of its supervisory principles across the EBU without giving ground to pres- 
sure from vested interests or the NCAs wishing to shelter national champions. Secondly, the 
smooth and successful transition of supervised banks in crisis to the resolution authorities on 
a consistent basis, buttressing the EBU crisis management framework in practice. 


156 Regulation (EU) No 806/2014 establishing uniform rules and a uniform procedure for the resolution 
of credit institutions and certain investment firms in the framework of a Single Resolution Mechanism and a 
Single Resolution Fund, OJ 2014 L 225/ 1, 30 July 2014; Memorandum of Understanding between the Single 
Resolution Board and the European Central Bank in Respect of cooperation and Information exchange. 

157 ECB Guide to Banking Supervision (n. 121), 27. 

158 E, Ferran, ‘European Banking Union: Imperfect, But It Can Work, 17 April 2014, University of 
Cambridge Faculty of Law Research Paper No, 30/2014. 

15° See Regulation (EU) 2016/445 of the European Central Bank of 14 March 2016 on the exercise of 
options and discretions available in Union law (ECB/2016/4), OJ 2016 L 78/60, 24 March 2016: ECB. ‘ECB 
Guide on Options and Discretions Available in Union law, March 2016. l l 
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BANK INSOLVENCY 
AND RESOLUTION 


Like other firms, banks become distressed for a range of reasons. These reasons may be 
internal to the distressed bank (e.g. risky lending practices) or external to it (both at indus- 
try level, and at the macroeconomic level), or both.' The fact that banks perform a range of 
important social functions does not mean that they ought not to be permitted to fail. The 
extension of state support to prevent bank failure is not only costly ex post, but also poten- 
tially hazardous ex ante: signalling the availability of such support may incentivize excessive 
risk-taking by banks.* As a consequence, the default position in a market economy will be 
that a loss-making bank is susceptible to closure, as other kinds of loss-making firms are 
susceptible to closure: ‘as a general proposition, banks fail, and should be allowed to fail. 

This does not necessarily mean, however, that distressed banks ought to be subject to 
the same regulatory regime that governs the treatment of distress in other kinds of firms. 
As we have seen in earlier chapters, banks have special characteristics and this has led to 
the special treatment which this chapter explores. 


I. JUSTIFYING SPECIAL TREATMENT 


Most jurisdictions have adopted (albeit to varying degrees) a range of specialist tools for 
addressing bank distress, both in the form of liquidity support and in the form of insolvency 
mechanisms.* The development of these tools can be understood as a response to the par- 
ticular features of banks, and (relatedly) the particular, potentially systemic, consequences 
of their failure. So, for example, the susceptibility of banks to liquidity crises in the form of 
depositor runs—a necessary corollary of the performance of banks’ maturity transformation 
function’—has been managed in part by the introduction of deposit insurance schemes. 


! See M. Andrews and M. Josefsson, ‘What Happens After Supervisory Intervention? Considering Bank 
Closure Options’ in D. Hoelscher (ed.), Bank Restructuring and Resolution (IMF, 2006), 143. 

2 The central theme of G. Stern and R. Feldman, Too Big To Fail: Bailing Out the Banks (Brookings 
Institution 2009) (see in particular Ch. 3); see also House of Commons Treasury Committee, Ninth Report of 
Session 2009-2010, Too Important to Fail—Too Important to Ignore (March 2010) Vol. 1, Ch. 2. As Allen et al. 
explain, the extent of the moral hazard problem depends on the particular design of the guarantee scheme: F. 
Allen, E. Carletti, I. Goldstein, and A. Leonello, ‘Moral Hazard and Government Guarantees in the Banking 
Industry’ (2015) Journal of Financial Regulation 1. 

3 T. Asser, Legal Aspects of Regulatory Treatment of Banks in Distress (IMF, 2001), 37. 

4 In a crisis it may be hard to distinguish the two, with the result that insolvent banks may sometimes be 
able to attract liquidity support, e.g. by the extension of lender-of-last resort loan assistance (see text on p. 172 
to n 8 later), causing losses to the supporter: D. Hoelscher and S. Ingves, “The Resolution of Systemic Banking 
System Crises’ in Hoelscher (n 1), 4-7. 

5 See Chapter 1, Section I.B(ii) earlier; D. Diamond and P. Dybvig, ‘Bank Runs, Deposit Insurance, and 
Liquidity’ (1983) 91 Journal of Political Economy 401, 403. 
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Such schemes may reduce the risk of runs, and through that the risk of contagion effects and 
the broader economic consequences that may flow from a loss of confidence,” assuming of 
course that the states commitment to meet claims on the scheme is regarded as credible.’ 

Other kinds of liquidity crises—for example, liquidity crises in the inter-bank markets 
that imperil the functioning of balance-sheet solvent banks—may be managed with other 
tools, including the extension of lender-of-last resort assistance,” or ‘emergency liquidity 
assistance” This assistance was extended on a significant scale during the GFC: in the UK, 
for example, HBOS and the Royal Bank of Scotland received emergency liquidity assist- 
ance in the month of October 2008 reportedly totalling £61.5 billion at its intraday peak.” 
Such tools are in turn buttressed by capital adequacy rules,” which help to compensate for 
the loss of incentives for stakeholders to monitor risk associated with the expected avail- 
ability of deposit insurance and emergency liquidity assistance.” 

Bank solvency crises—that is, where a bank's liabilities exceed or come near to exceeding 
its assets (sometimes described as ‘balance sheet insolvency, or ‘negative net worth’)'*— 
are also increasingly addressed by specialist regimes. Until recently many jurisdictions had 
not enacted separate insolvency laws for banks, such that they were in principle subject 
to the same insolvency procedures as non-bank firms. Since the Global Financial Crisis, 
however, the trend has been towards the introduction of specialist regimes for the treat- 
ment of insolvent and near-insolvent banks,'* often described as ‘resolution’ regimes to 
indicate an orderly process for restructuring or sale that occurs outside the framework 
of ordinary corporate insolvency law.’ Again, the introduction of these regimes reflects 
the now widely held view that the particular features of banks and (relatedly) the particu- 
lar consequences of their failure, including possible contagion effects within the financial 
system and knock-on consequences for the real economy (e.g. as a result of disruption to 
the bank-based payment system), necessitate the use of specialist tools: ‘Bank resolution 
procedures ought to take into account the speciality of banks and the speciality of bank 
failures.!° 


€ G. Kaufman and S. Seelig, ‘Post-Resolution Treatment of Depositors at Failed Banks: Implications for the 
Severity of Banking Crises, Systemic Risk, and Tou-Big-To-Fail’ in Hoelscher (n 1) 163, noting that the efficacy 
of these schemes depends on the extent to which they offer ‘full and immediate’ access to insured deposits. 

7 See Allen et al. (n 2), 12. 

° See X. Freixas and B. Parigi, ‘Lender of Last Resort and Bank Closure Policy: A Post-Crisis Perspective’ in 
A. Berger, P. Molyneux, and J.O.S. Wilson, The Oxford Handbook of Banking (2nd edn., OUP, 2014) Ch. [20]. 

° I. Plenderleith, Report: Review of the Bank of England’ Provision of Emergency Liquidity Assistance in 
2008-2009 (London, Bank of England, 2012), 4. 

10 See Ch.2 earlier. 

1! R, Weber, ‘Structural Regulation as Antidote to Complexity Capture’ (2012) 49 American Business Law 
Journal 643, 718; R. Cooper and T. Ross, ‘Bank Runs: Deposit Insurance and Capital Requirements’ (2002) 
43(1) International Economic Review 55. 

2? IMF and World Bank, An Overview of the Legal, Institutional, and Regulatory Framework for Bank 
Insolvency (IMF and World Bank, 17 April 2009), para. 26. A cash-flow measure of insolvency (inability to 
meet current obligations) may also be used, but may be modified to exclude circumstances in which there is a 
run or another form of crisis, e.g. by requiring only an ability to meet current obligations in ordinary circum- 
stances: E. Hüpkes, The Legal Aspects of Bank Insolvency: A Comparative Analysis of Western Europe, the United 
States and Canada (Kluwer Law International, 2000), 13. 

' A, Campbell and R. Lastra, “Definition of Bank Insolvency and Types of Bank Insolvency Proceedings’ in 
R. Lastra (ed.), Cross-Border Bank Insolvency (Oxford, OUP, 2011) [2.27]-[2.36]. 

1 Board of Governors on the Federal Reserve System, Study on the Resolution of Financial Companies under 
the Bankruptcy Code (Federal Reserve Board, July 2011), 3. See also J. Armour, “Making Bank Resolution 
Credible’ in N. Moloney, E. Ferran, and J. Payne (eds.), Oxford Handbook of Financial Regulation (Oxford 
OUP, 2015), 456-8. l 

5 M. Krimminger and R, Lastra, ‘Early Intervention’ in Lastra (n 13), [3.07]. This view is not uncon- 
tested: see e.g. K. Ayotte and D. Skeel, Bankruptcy or Bailouts?’ (2010) Journal of Corporation Law 469, arguing 
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II. SPECIAL RESOLUTION REGIMES 


In the UK the 2007 Northern Rock crisis was the impetus for the introduction of a spe- 
cial resolution regime. The House of Commons Treasury Committee's report on the crisis 
recommended the change, noting complaints that the Uk’s administration procedure (a 
rescue procedure) was typically too late to commence and too slow to finish in order to 
be effective in preserving essential bank functions and minimizing the contagion effects 
of bank failure.'" Emergency legislation followed in the form of the Banking Act (Special 
Provisions) Act 2008 and then, on its expiry, the entrenchment of a special resolution 
regime by the enactment of Parts 1-3 of the Banking Act 2009.! The Act was subsequently 
amended to implement the EU's Bank Recovery and Resolution Directive 2014/59/EU." 
The European Commission had similarly concluded that the GFC had revealed that 
‘general corporate insolvency procedures may not always be appropriate for credit institu- 
tions as they may not always ensure sufficient speed of intervention, the continuation of 
essential functions of credit institutions and the preservation of financial stability? Thus 
followed the Bank Recovery and Resolution Directive 2014/59/EU (BRRD),” which pro- 
vides for a common approach within the EU for the recovery and resolution of stressed 
banks and investment firms, and for cooperation between jurisdictions to plan for and 
manage the failure of those which operate across borders. Under the Directive banks must 
have recovery plans in place so that they can re-establish their financial position should 
they experience stress. If they fail or appear likely to fail, the Directive’s goal is that banks 
can be dealt with in an orderly fashion by the resolution authorities with a view to ensur- 
ing the continuity of essential functions whilst minimizing harm to the broader economy 
or the risk of financial instability, and the need to inject public funds into the institution. 
To this end a range of resolution tools are prescribed, including the so-called ‘bail-ir’ tool. 
Recourse to these tools is not mandatory whenever there is failure or likely failure; rather, 
given the need to avoid disproportionate impact on creditors and shareholders,” reso- 
lution action is only to be taken where necessary for the achievement of and proportionate 
to one of the prescribed resolution objectives and the winding up of the institution under 


that Chapter 11 of the US Bankruptcy Code could be appropriate for distressed financial institutions. But few 
jurisdictions have a bankruptcy law (and bankruptcy practice) like Chapter 11: see to same effect J. Armour, D. 
Awrey, P. Davies, J.N. Gordon, C. Mayer, and J. Payne, Principles of Financial Regulation (Oxford, OUP, 2016), 
343, fn 6 and, making the point about disruption to the payment system, 342. See also H. Scott, “The Reduction 
of Systemic Risk in the United States Financial System’ (2010) 33 Harv J L & Pub Policy 671, 708. 


16 House of Commons Treasury Committee, 5th Report of Session 2007-2008, The Run on the Rock (The 
Stationery Office, 2008) Vol. 1, Ch. 5. 

17 See E. Avgouleas, ‘Banking Supervision and the Special Resolution Regime of the Banking Act 2009: 
The Unfinished Reform’ (2009) 4 Capital Markets L J 201. On similar developments in Germany, see H. 
Eidenmueller, ‘Restrukturierung systemrelevanter Finanzinstitute, in S. Grundmann, B. Haar, and H. Merkt 
(eds.), ‘Unternehmen, Markt und Verantwortung: Festschrift fiir Klaus J. Hopt zum 70, Geburtstag am 24. 
August 2010’ (Berlin et al.: de Gruyter, 2010), 1713-31. 

18 Bank Recovery and Resolution Order 2014, 2014 SI No 3329; Bank Recovery and Resolution Order 2016, 
2016 SI No 1239. 

1 European Commission, ‘Proposal for a Directive of the European Parliament and of the Council estab- 
lishing a framework for the recovery and resolution of credit institutions and investment firms’ 2012/0150 
(COD) (6 June 2012), Rec. 3. 

2 Directive 2014/59/EU of the European Parliament and of the Council establishing a framework for the 
recovery and resolution of credit institutions and investment firms. 

21 Ibid., Recital 13. As to the ways in which resolution regimes may have a greater impact on creditors and 
shareholders than ordinary corporate insolvency procedures, see later, Section III.B-D. 
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normal insolvency proceedings (those proceedings which would ordinarily apply to the 
insolvent firm under domestic law) would not meet those objectives to the same extent.” 

The Directive entrusted resolution to Member State resolution authorities, subject to rules 
of cooperation between authorities in the case of cross-border groups. But for countries within 
the Banking Union (which includes all euro area Member States) there is now a single reso- 
lution mechanism (SRM) for banks covered by the single supervisory mechanism (SSM). 
Under the SRM there is a single resolution board (SRB) and a single resolution fund (financed 
by the banks) to undertake the resolution of failing banks. Together with the national reso- 
lution authorities of participating countries, the SRB forms the SRM.” 

The following parts of the chapter explore some of the issues that arise in the design of 
bank resolution regimes. Such procedures will typically have to be statutory so as to permit 
the imposition of resolution outcomes on non-consenting stakeholders, including the trans- 
fer, alteration, or extinguishment of rights and liabilities. Part II] considers issues that arise in 
the design of resolution regimes at the domestic level and the chapter then turns in Part IV to 
sketch the additional complexities that arise in cross-border cases. 

Three preliminary points should be made about the analysis that follows. The first is that 
the focus is on resolution regimes for banks, and as such the section does not directly address 
statutory tools for the resolution of non-bank financial firms, such as the ‘orderly liquidation’ 
tool introduced in the US in the Dodd-Frank Act 2010 for systemically important non- 
bank financial companies,” or the form of special administration for systemically import- 
ant market infrastructure firms operating payment and security settlement systems (but not 
recognized central counterparties) provided for under Part 6 of the UK’s Financial Services 
(Banking Reform) Act 2013 (so called FMI administration).*° But the legislative trend has 
been to expand resolution regimes to other potentially systemically financial institutions,” 
such that much of the discussion later has wider application. 

The second point is that the focus of the analysis is largely on tools for responding to 
bank distress that arises in ordinary market conditions, sometimes termed ‘incidental’ 
bank distress.” The section does not consider the additional tools that may be deployed 
in a banking crisis, or circumstances in which ‘many banks come close to insolvency” 
(such as blanket guarantees,” and ‘open bank assistance’). 


2 Ibid., Art. 32(1)(c) and (5), read with Art. 31 (the resolution objectives) and Art. 2(1)(47). 

3 Council Regulation (EU) No 1024/2013 conferring specific tasks on the European Central Bank con- 
cerning policies relating to the prudential supervision of credit institutions; Regulation (EU) No 1022/2013 
of the European Parliament and of the Council of amending Regulation (EU) No 1093/2010 establishing a 
European Supervisory Authority (European Banking Authority) as regards the conterral of specific tasks on 
the European Central Bank pursuant to Council Regulation (EU) No 1024/2013. 

“ Regulation (EU) No 806/2014 of the European Parliament and of the Council establishing uniform rules 
and a uniform procedure for the resolution of credit institutions and certain investment firms in the frame- 
work of a Single Resolution Mechanism and a Single Resolution Fund. See K. Alexander, ‘European Banking 
Union: A Legal and Institutional Analysis of the Single Supervisory Mechanism and the Single Resolution 
Mechanism (2015) 40 Euro LR 154. 

* And bank holding companies: see ss. 201 and 204 of Title II of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (Pub. L. No. 111-203, 124 Stat. 1376 (2010)) and E. Avgouleas, Governance of Global 
Financial Markets: The Law, the Economics, the Politics (Cambridge, CUP, 2012), 6.2. 

*6 See also Committee on Payments and Market Infrastructures and Board of the International Organization 
of Securities Commissions, Recovery of financial market infrastructures, Basel, Bank for International 
Settlements, 2014. 

27 As noted in Armour et al. (n 15) section 16.4. 8 Asser (n 3), Ch. I, Section 3, 

® D, Miles, J. Yang, and G. Marcheggiano, ‘Optimal Bank Capital’ (2012) 123 The Economic Journal 1, 18; 
fora more detailed measure of systemic banking crises, see L. Laeven and F. Valencia, ‘Systemic Banking pan 
Database: An Update, IMF Working Paper, June 2012, 4. 

°° Considered along with other crisis resolution tools in Part II, IMF and World Bank report (n 12). 

31 Asser (n 3), Ch. VI. 
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The third point is that the focus is on statutory tools for responding to bank distress 
once it arises, but these tools are complemented by ex ante recovery and resolution plan- 
ning tools such as the ‘living will. The G20 endorsed Key Attributes of Effective Resolution 
Regimes required jurisdictions to put in place an ongoing process for both recovery and 
resolution planning for banks which are systemically significant or critical if they fail.” 
A bank’s senior management must be responsible for providing the necessary input for 
the planning. As for resolution plans, they have the aim of making the resolution of any 
bank feasible without severe disruption and without exposing taxpayers to loss. They must 
include a substantive resolution strategy agreed by senior officials and an operational plan 
for its implementation. 

Under the Key Attributes a recovery plan must identify options to restore finan- 
cial strength and viability when a bank comes under severe stress and should include 
credible options to cope with a range of scenarios, including capital shortfalls and 
liquidity pressures, and processes to ensure timely implementation of recovery 
options in a range of stress situations. The legal obligation for recovery planning in 
the EU derives from the BRRD. Its Article 6(2)(b) requires that in the assessment 
of recovery plans it is necessary to check whether recovery options in the plan are 
reasonably likely to be implemented quickly and effectively in situations of financial 
stress. The European Banking Authority has published a number of reports on recov- 
ery planning.” 

Resolution planning may prompt structural changes in a bank or banking group that 
have an important impact on the way any subsequent resolution process would operate.” 
As such, the tools described below are best understood in conjunction with such ex ante 
tools. More broadly they should be considered in conjunction with other kinds of regu- 
latory tools (e.g. rules on capital adequacy or liquidity) that seek to ensure the safety and 
soundness of banks. 


III. BANK RESOLUTION REGIMES 
AT DOMESTIC LEVEL 


Like the general corporate insolvency laws of most jurisdictions, bank resolution regimes 
typically provide mechanisms to achieve the restructuring or preservation of all or part 
of a bank’s business (but not necessarily the bank itself *), as well as a mechanism for the 
winding-up and dissolution of the legal entity. These mechanisms may, however, differ 
from general corporate insolvency procedures in a number of ways, including in: (i) the 
triggers for enlivening their operation; (ii) the choice of forum for their exercise, and the 


32 See Lastra (n 13), 317-19; E. Avgouleas, C. Goodhart, and D. Schoenmaker, ‘Bank Resolution Plans as a 
Catalyst for Global Financial Reform’ (2012) 9 J. Financial Stability 210. 

3 Financial Stability Board, Key Attributes of Effective Resolution Regimes for Financial Institutions, Basel, 
2014, no. 11. 

3 e.g, European Banking Authority, EBA Recovery Planning. Comparative Report on Recovery Options 
(London, 2017). 

35 See the discussion of ‘single point of entry’ strategies later, text on p. 182 ton 79. 

36 That is, some/all of the functions of the institution may be preserved (e.g. by a sale), but not the institu- 
tion itself. Entry into a special resolution regime may have the effect of revoking a bank’s charter or license, 
such that the institution cannot survive: R. Bliss and G. Kaufman, ‘A Comparison of US Corporate and Bank 
Insolvency Resolution (2006) 2Q Economic Perspectives 44, 47; IMF and World Bank (n 12) para. 58. 
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choice of decision-maker (or, resolution authority) and its powers; and (iii) the scope for 
intervention and challenge by disaffected stakeholders. 


A. TRIGGER(S) FOR BANK RESOLUTION REGIMES 


One of the key themes in the burgeoning body of literature on bank resolution is the 
inappropriateness of balance-sheet insolvency as the sole trigger for enlivening the appli- 
cation of resolution powers. This is not only because, as in the case of non-bank firms, it 
may be too late to achieve an orderly resolution by the time the balance-sheet insolvency 
threshold has been crossed: there are other reasons to favour the use of earlier triggers for 
banks. One is systemic risk, including the risk that the failure of one bank may provoke, 
through various forms of contagion, failure in other banks.” If intervention occurs before 
insolvency, any associated loss of confidence may be lessened, and with it any contagion 
effects.“ 

Another is that banks may be especially susceptible to excessive risk-taking by man- 
agers in the vicinity of insolvency, given the presence of additional safety nets for banks, 
such as deposit insurance schemes or ‘implicit government guarantees.” The presence of 
such safety nets may heighten the incentives that the managers of limited liability firms 
have (at least where their interests are strongly aligned with those of shareholders*’) to 
‘gamble for resurrection’ where equity capital is eroded or near eroded:*' ‘in the absence of 
timely supervisory action, shareholders and managers still have an interest in continuing 
the bank’s activity, typically increasing the ultimate damage to the deposit insurance fund 
and to the financial system as a whole.” 

As a consequence, bank resolution regimes will likely permit the commencement of 
proceedings on a range of pre-insolvency grounds, such as the diminution of a bank's 
capital beyond a certain point, or the crossing of some other ‘regulatory threshold.“ In 
the US, for example, the grounds include certain levels of under-capitalization, as well as 
violations of law or unsound/unsafe practices that are likely to cause insolvency or sub- 
stantially dissipate assets or earnings, weaken the bank's condition, or otherwise ‘seriously 
prejudice’ depositors or the deposit insurer.“ The power to intervene when a bank crosses 
a prescribed regulatory threshold may be complemented with other powers to intervene 
at an even earlier stage, as the condition of a bank deteriorates and it approaches the regu- 
latory threshold—sometimes described as ‘corrective action.“ 


57 See A. Levitin, In Defense of Bailouts’ (2011) 99 Georgetown Law Journal 435, Part 1(D), describing 
three ‘risk transmission mechanisms’: counterparty contagion, informational contagion, and common shock. 

8 Krimminger and Lastra (n 15), [3.05|-[3.14]. 

” M. Marinc and R. Vlahu, The Economics of Bank Bankruptcy Law (Springer-Verlag, 2012), 36. 

“ As to whether shareholders interests’ are in fact generally best served by a shareholder value maximiza- 
tion norm in systemically significant financial firms, see J. Armour and J.N. Gordon, ‘Systemic Harms and 
Shareholder Value’ (2014) 6(1) Journal of Legal Analysis 35. 

“ i.e. asset substitution. This and other problems in initiating insolvency proceedings for non-bank firms 
are discussed in H. Eidenmueller, “Trading in Times of Crisis: Formal Insolvency Proceedings, Workouts and 
Incentives for Shareholder/Managers’ (2006) 7 EBOR 239. 

© T. Beck. D. Coyle, M. Dewatripont, X. Freixas, and P. Seabright, Bailing out the Banks: Reconciling Stability 
and Competition (Centre for Economic Policy Research, 2010) 38. 

“© IMF and World Bank (n 12), para. 29; E. Hüpkes (n 12), 12-13, describing the concept as one of ‘Tegu- 
latory insolvency. 

“ See 12 USC § 1821(c)(5), (K), (L), and (H); see also R. S. Carnell, J. R. Macey, and G. P. Miller, The Law 
of Banking and Financial Institutions (4th edn., Wolters Kluwer, 2009), 700. 

** On ‘prompt corrective action’ in the US, see M. Krimminger and R. Lastra (n 15), 66-71. 
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In the UK, the original recovery and resolution regime in the Banking Act 2009 has been 
amended in light of the EU’s BRRD.** A so-called stabilization power may be exercised if 
the Prudential Regulation Authority is satisfied that Condition 1 is met, and the Bank of 
England is satisfied that Conditions 2, 3, and 4 are met.” Condition 1 is that the bank is 
failing or likely to fail; Condition 2, that it is not reasonably likely that apart from resolution 
other action will be taken resulting in Condition 1 ceasing to be met; Condition 3, that the 
exercise of the power is necessary having regard to the public interest in the advancement of 
one or more of the special resolution objectives; and Condition 4, that one or more of these 
objectives would not be met to the same extent by the bank’s winding up. 

For the purposes of Condition 1, a bank is failing or likely to fail (a) if it is failing or 
likely to fail to satisty the threshold conditions, in other words the authorization condi- 
tions for banks in the Financial Services and Markets Act 2000, in circumstances where 
the variation or cancellation of its authorization would be justified; (b) where the value of 
its assets is less than the amount of its liabilities; (c) where the bank is unable to pay its 
debts or other liabilities as they fall due; (d) points (b) or (c) will apply in the near future; 
or (e) where extraordinary public financial support is required.” The reference to special 
resolution objectives in Conditions 3 and 4 is to those set in section 4 of the 2009 Act. 
These include ensuring the continuity of banking services in the UK, preventing conta- 
gion and maintaining market discipline, enhancing public confidence, and minimizing 
reliance on public moneys. 

Additional conditions are imposed in relation to the exercise of some powers and the 
commencement of some proceedings. For example, where the Bank of England intends 
to exercise the stabilization power to sell all or part of the business to a private sector pur- 
chaser, or transfer it in whole or part to a bridge bank or asset management vehicle, it will 
need the approval of the Treasury if the latter has provided financial assistance in respect 
of the bank to address a serious threat to the stability of the UK’s financial systems.” 

Given the use of regulatory thresholds for the commencement of bank resolution pro- 
ceedings, it is unsurprising that bank regulators—those with the information to assess 
whether a bank has crossed a prescribed threshold—are often given primary responsibil- 
ity for the initiation of proceedings. Of course, a regulator may also be reluctant to expose 
weakness in an institution that it has responsibility for supervising, so it may be prudent 
to entrust responsibility for the initiation of resolution proceedings to a regulator that does 
not also have supervisory responsibility for the institution,’ particularly where creditors 
are restricted from initiating proceedings. The obvious downside of such a move is that the 
non-supervisor regulator does not benefit from the same informational advantage enjoyed 
by the supervisor, such that the intervention in a failing bank may come too late. In the UK 
we have seen that the regulator, the Prudential Regulation Authority, the Bank of England 
and the Treasury may be involved in the decision to take stabilization measures. 

Creditors, who would typically be empowered to initiate insolvency proceedings against 
non-bank firms, will generally be restricted from initiating bank resolution proceedings. 
The decision is for the specialists—the regulators, the central bank, the finance ministry 


46 Notably through the Bank Recovery and Resolution Order 2014, 2014 SI No 3329. 

“ Banking Act 2009, s. 7(1). 

48 Ibid., s. 7(2)-(5), implementing the BRRD provision noted earlier, text on p. 174 to n 22. 

49 Ibid., s. 7(5C)-(5D); Financial Services and Markets Act 2000, s. 55B and Sch. 6 (as amended). Note the 
exception in s. 7(5E) in relation to extraordinary public financial support. 


Seibidmsas: 
si M. Dewatripont and X. Freixas, ‘Bank Resolution: A Framework for the Assessment of Regulatory 


Intervention’ (2011) 27 Oxford Review of Economic Policy 411, 424. 
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(where public moneys are involved) or a separate resolution authority. Whether creditors 
are also prevented from initiating general corporate insolvency law procedures against 
banks depends on whether banks have been excluded from such procedures altogether, a 
point on which jurisdictions have varied. Any such restriction reflects the possibility that 
the commencement of proceedings may have systemic or contagion effects, effects that 
regulators may be best placed to assess. In the US, banks are excluded from both Chapter 
7 and Chapter 11 of the Bankruptcy Code.” In the UK, the Banking Act 2009 does not 
prevent the filing of a petition for a winding-up or an administration order for a bank. 
However, it provides that the court can, on the application of the Prudential Regulation 
Authority (with the consent of the Financial Conduct Authority), or on the application of 
the Bank of England, make an order putting the bank into insolvency proceedings under 
the Act. These are a modified version of the liquidation and administration proceedings 
that apply under the general insolvency law.” 


B. BANK RESOLUTION PROCEEDINGS: THE RESOLUTION 
AUTHORITY AND ITS POWERS 


The deleterious consequences of a loss of confidence in a bank, including the risk of con- 
tagion effects, mean that resolution action may have to be taken more quickly and less 
publicly than insolvency proceedings might be conducted for non-bank firms. As such, 
bank resolution regimes may permit regulators to initiate some kinds of proceedings— 
particularly those designed to enable the preservation of all or part of the bank or its 
business—out of court, and without giving prior notice to stakeholders. 

Under the Banking Act 2009 in the UK this applies to the five stabilization options: trans- 
fer of all or part of the business of the bank to a commercial purchaser; transfer to a bridge 
entity controlled by the Bank of England; transfer of all or part of the business of the bank 
(or bridge bank) to an asset management vehicle controlled by the Bank of England, for 
eventual sale or orderly wind down; the bail-in tool; and transfer to temporary public 
sector ownership.” For each of these options the statute provides for the Treasury to pub- 
lish a code of practice and for the making of transfer instruments and orders regarding 
shares, assets, liabilities, personnel, and legal rights.** Subsequent challenges in court to 
the exercise of these powers in a financial crisis are unlikely to be viewed sympathetically, 
for example, challenges to the infringement of property rights under Article 1, Protocol 1 
of the European Convention on Human Rights. 

By contrast the commencement of liquidation proceedings is likely to require a court 
order. This is so in the UK under the Banking Act 2009, which permits the exercise of 
some resolution powers out of court, but requires a court order for the commencement 
of the ‘bank insolvency’ procedure under the Act, a variant of the ordinary liquidation 
procedure.” Similarly, with the bank administration procedure, which is designed to be 


52 See 11 USC § 109(b)(2) and (d). 

5 Banking Act 2009, s. 117, and R. Goode Principles of Corporate Insolvency Law (4th edn., Sweet & 
Maxwell, 2011), [1-59]. 

5 Banking Act 2009, ss. 11-13. 

“ Part I passim; HM Treasury, Banking Act 2009: special resolution regime code of practice, London, 
March 2015. 

°° R (on the application of SRM Global Master Fund LP) v. Treasury Commissioners [2009] EWCA Civ 
788; [2010] BCC 558; Grainger v. United Kingdom (Admissibility) (34940/10) (2012) 55 EHRR SE13. cf. Starr 


International Company Inc v. United States (2015) 121 Fed Cl 428 (challenge to New York Fed’s financial rescue 
of AIG in financial crisis of 2008). 


5 See Part 2 of the Act. 
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used where part of the business of a bank has been sold to a commercial purchaser or 
transferred to a resolution company (in exercise of the stabilization powers), the court 
appoints a bank administrator on the application of the Bank of England to ensure that 
the residual part of the bank provides services or facilities required to enable the commer- 
cial purchaser or the transferee resolution company to operate effectively.** The objective 
of the bank administrator is to rescue the residual bank as a going concern, or to achieve 
a better result for its creditors as a whole than would be likely if it were wound up without 
first being in bank administration.” 

A resolution regime is likely to provide for a bank supervisor or regulator to act as the 
resolution authority, entrusting it with responsibility for swiftly diagnosing the bank’s con- 
dition and taking steps to achieve its rehabilitation, restructuring, or (as the case may be) 
its liquidation. The use of bank regulators as resolution authorities (at least in relation to 
the initial stages of resolution, before any liquidation) has become increasingly common.” 
This trend reflects the fact that, unlike general corporate insolvency laws, bank resolution 
laws are explicitly concerned with systemic risk. The resolution authority will typically be 
required to consider, and be informed by, such risk in the exercise of resolution powers.*! 
Bank regulators are most likely to have the requisite information and expertise to do so 
effectively. They may also be best placed to assess whether a reorganization plan is realistic 
from an authorization perspective. 

The resolution authority may be empowered to subject a bank to the ordinary liquid- 
ation procedure, in which business ceases, assets are realized, and the proceeds are distrib- 
uted to creditors.“ The resolution authority may also be empowered to enter the bank into 
a formal rehabilitation or conservatorship procedure, in which the bank is managed on an 
interim basis, while restructuring negotiations are concluded. These kinds of procedures 
may be derived from, and highly similar to, procedures for the liquidation or rescue of 
non-bank firms under general insolvency law. There may however be some differences, for 
example in relation to the treatment of depositors (e.g. by affording insured deposits pref- 
erential status and early pay-off rights, etc.), the use of a stay (it may be counterproductive 
to subject a bank in conservatorship to a stay), and standing to file a petition.” 

The difficulty with the application of ordinary procedures to banks is, however, that 
they are neither private nor (especially in the case of liquidation) particularly swift. As 
such they are unlikely to be effective in preserving the value of existing assets (which 
may be susceptible to rapid diminution in value) or in containing losses of confidence 
that will swiftly imperil ongoing operations, and which may have systemic consequences. 
Liquidation procedures may also be too swift in their operation, where they provoke a fire- 
sale that depresses asset value, and in this way cause systemic losses. Thus bank resolution 
regimes will likely equip the resolution authority with a range of additional tools that can 
in certain circumstances be deployed discretely to enable the swift sale or restructuring of 
the bank or its business. 

A resolution authority will likely be empowered to privately agree on the sale of the 
whole or a part of a bank’s business. Some jurisdictions may require the sanction of a court 
or a regulator before the agreement can take effect. Such a transaction may be conducted 
with a second bank, which bids for the acquisition of the whole assets or select ‘good’ 


58 See Part 3 of the Act. 5 Banking Act 2009, s. 140(1). 

“ The Financial Stability Board’s Key Attributes of Effective Resolution Regimes for Financial Institutions 
(October 2014) appear to assume the use of an administrative agency as resolution authority: see para. 2.1. 

6 e.g. Banking Act 2009, s. 4. 

® See S. Seelig, ‘Techniques of Bank Resolution’ in Hoelscher (n 1), 102-4. 

63 E, Hiipkes, ‘Allocating Costs of Failure Resolution in R. Lastra (n 13), [5.25]-[5.27]. 
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assets of the bank, subject to the assumption of all or some of the bank's liabilities (a ‘pur- 
chase and assumption’ transaction). The resolution authority may be empowered to make 
up any difference in the value of the assets acquired and the liabilities assumed.” If no such 
acquirer can be found, the resolution authority may also be empowered to establish a new 
bank (a ‘bridge bank’) for the same purpose, which may initially be publicly owned.“ In 
either case, the liabilities assumed by the acquirer or bridge bank will typically include all, 
or at least all insured, liabilities to depositors. 

The transfer of uninsured deposits in this way may exacerbate the loss of monitor- 
ing incentives associated with the presence of deposit insurance. It will also likely result 
in uninsured depositors being placed in a better position than they would have been in 
liquidation, if they would have had to share rateably with other unsecured creditors. If this 
improvement comes at the expense of other unsecured creditors, the resolution regime 
may require them to be compensated (the ‘no creditor worse off’ principle later). It may 
not, however, always be practicable to limit the assumption of deposit liabilities to insured 
liabilities. As a result of such transfers, depositors are able through what is effectively nov- 
ation to look to the acquirer or bridge bank for the provision of the services they con- 
tracted for with the transferor bank.” In this way, depositors suffer much less liquidity 
disruption than they would in an ordinary liquidation, where access to deposits—even if 
fully insured—may be delayed. 

Secured creditors are likely to be protected by the legislator, for example by a require- 
ment that assets subject to security interests are only transferred together with the associ- 
ated liability.” Under the UK Banking Act 2009 there can be a temporary suspension of 
a secured party’s rights, but not where the security has been given as collateral or cover 
for margin to a payment or settlement system, a central counterparty or a central bank.™ 

Other than depositors, unsecured creditors may not, however, have their claims 
assumed by the acquirer or bridge bank. Such creditors are left to prove in the subsequent 
liquidation of the residual entity, sharing in any assets that remain, including any premium 
paid by the acquirer in a purchase and assumption transaction (but where the consider- 
ation for the acquisition was the assumption of (select) liabilities there will not be any asset 
left behind for creditors to look to). The interests of such creditors, along with the interests 
of shareholders in the residual entity, will need to be protected by safeguards that compen- 
sate for the relaxing of rules in company law, contract law, or insolvency law that would 
otherwise constrain the sale of assets and the transfer of liabilities without stakeholder 
consent. Additionally, the resolution authority may only be entitled to exercise its powers 
of sale privately in certain circumstances: for example, where there is a threat to financial 
stability that could not be effectively managed through a public marketing process.” 


C. BAIL IN 


The resolution authority may also be empowered to take steps to restructure the debt and/ 
or equity capital of a bank, again without obtaining the prior consent of affected creditors 


For further detail on purchase and assumption transactions in the US, see FDIC, Resolutions Handbook 
(2003), Ch. 3. 

6° Though not necessarily: see P. Brierley, “The UK Special Resolution Regime for failing banks in an inter- 
national context, Financial Stability Paper No. 5 (Bank of England, July 2009), Box 4, 

& S. Gleeson and R. Guynn, Bank Resolution and Crisis Management (Oxford, OUP, 2016), 223, 234. 

€ Banking Act 2009 (Restriction of Partial Property Transfers) Order 2009, 2009 SI No B22 Art. 5; 

€ Banking Act 2009, ss. 70B, 70D. 

® e.g. Banking Act 2009, s. 11A(4)-(5), implementing the BRRD. 
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and shareholders. The resolution authority may, for example, be endowed with a ‘bail-in’ 
tool, which permits the resolution authority to write-down certain kinds of debt obliga- 
tions or convert them into equity. The bail-in tool is likely to exclude insured deposit liabil- 
ities” and secured liabilities, and certain liabilities to other financial institutions.”! The tool 
might be used in conjunction with a power to transfer ‘bad’ assets (e.g. non-performing 
loans) to a special purpose vehicle, with the result that the entity is left with ‘good’ assets 
and reduced debt-servicing obligations, and as a result enjoys improved capital-raising 
prospects. It could also be used in a sale of the business (or part of the business) to an 
acquirer or bridge bank with a view to converting the position of creditors in the vendor 
bank to equity-holders (or subordinated debt holders) in the acquirer.” 

The bail-in tool attracted considerable attention during the Eurozone crisis, particularly 
after its controversial application (by an Act of Parliament) in Cyprus, which resulted 
in the conversion of 47.5% of uninsured deposits in the Bank of Cyprus. It is a stand- 
ard component of resolution regimes and features in the Financial Stability Board’s Key 
Attributes of Effective Resolution Regimes for Financial Institutions. During the Eurozone 
crisis it became a core component of the European Commissions approach to authorizing 
the extension of State aid for bank restructuring.” Bail-in powers are now contained in the 
BRRD and have been implemented in the UK by amendments to the Banking Act 2009.” 

Commentators have, however, emphasized that the bail-in tool should not be regarded 
as a panacea: there are several preconditions to the efficacy of a bail-in (including that the 
bank has sufficient liabilities susceptible to bail-in, hence the current focus of regulators 
on ‘total loss absorbing capacity”), and it does not of itself address the underlying causes 
of distress. The bail-in of some forms of liability may heighten rather than mitigate the 
risks of contagion effects. * The effectiveness of a bail-in may also be hampered where 
liabilities are governed by a law other than the law of the place of the resolution authority 
and the recognition of the bail-in and its effects cannot be guaranteed under the law of 
that place. Additionally, the exercise of a bail-in power must be made subject to stake- 
holder safeguards, including those necessary to give effect to applicable constitutional or 
human rights law constraints on the expropriation of property. Appropriate valuation is 
key to minimizing the risks of expropriation of value ex post and associated adverse effects 
ex ante. 


7 R, Smits, ‘Is My Money Safe at European Banks? Reflections on the ‘Bail-In’ Provisions in Recent EU 
Legal Texts’ (2014) 9 Capital Markets L J 137. 

7 Soas to minimize contagion effects: C. Bates and S. Gleeson, ‘Legal Aspects of Bank Bail-ins’ (2011) Law 
and Financial Markets Review 264, 265. See BRRD, Art. 44(1)(e). 

72 Armour etal. (n 15), 16.5.2. 

73 Agreed as a condition of the extension of a €10 billion rescue package from the IMF and other inter- 
national lenders. 

7” See ‘Communication from the Commission on the application, from 1 August 2013, of State aid rules to 
support measures in favour of banks in the context of the financial crisis’ Official Journal of the European Union 
C 216/1 (30 July 2013), paras 43-5. 

75 BRRD, Title IV, Chapter IV, s. 5; Banking Act 2009, ss. 48B-48WA. See Gleeson and Guynn (n 66), Chs. 
10k 

7% Or TLAC; in the EU context, the BRRD refers to the ‘minimum requirement for own funds and eligible 
liabilities’ or MREL. 

77 See e.g. E. Avgouleas and C. Goodhart, ‘Critical Reflections on Bank Bail-ins’ (2015) 1 J. Fin. Regulation 
3; J. Zhou, V. Rudledge, W. Bossu, M. Dobler, N. Jassaud, and M. Moore, ‘From Bail-out to Bail-in: Mandatory 
Debt Restructuring of Systemic Financial Institutions, IMF Discussion Note (April 2012). 

78 JN. Gordon and WG. Ringe, ‘Bank Resolution in the European Banking Union: A Transatlantic 
Perspective on What it Would Take’ (2015) 115 Columbia Law Review 1297. 
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Some of these problems can be overcome by the adoption of a bank group structure 
in which a non-bank holding company is made the target for bail-in in a resolution plan, 
that company having issued long-term ‘bail-inable’ debt and entered into binding arrange- 
ments under which the liabilities of operating subsidiaries can validly be absorbed by it.” 
In this ‘single point of entry’ strategy, only the holding company is targeted for resolution 
(whether by recapitalization through a basic bail-in, or a transfer of assets—the shares in 
the subsidiaries—to a newly incorporated company, with stakeholders in the old holding 
company being given interests in the new), leaving the operating subsidiaries (and their 
short-term, more run-prone, liabilities) outside the process. This structure avoids some 
of the coordination problems associated with the resolution of banking groups,” but it 
may also help to minimize the contagion effects associated with the application of the 
resolution powers."' The strategy will not, however, always be available"? (this depends 
on the group structure, the optimal design of which turns on multiple factors) and where 
it is available will not always be effective (e.g. where loss absorbing capacity at the hold- 
ing company proves insufficient, or where, e.g. in a cross-border case, there is a failure to 
coordinate regulatory responses to a subsidiary’s distress with that planned for the holding 
company, defeating the strategy). 


D. STAKEHOLDER CONSULTATION AND CHALLENGE 


The discussion so far suggests that the particular features of banks, and (relatedly) the par- 
ticular consequences of bank failure, may require resolution authorities to be equipped to 
exercise some resolution powers rapidly (likely out-of-court), and discretely (likely with- 
out the prior consent of stakeholders). In the absence of the stakeholder safeguards that 
are characteristic of insolvency law procedures for firms (e.g. stakeholder committees, 
stakeholder meetings and associated voting rights, and the supervision of a court), legis- 
lation will need to provide other mechanisms for safeguarding the rights of stakeholders. 
A failure to do so could be predicted to impact on the cost and availability of capital for 
banks, just as bankruptcy rules and outcomes may impact on the cost and availability of 
capital for non-bank firms. 

One safeguard emphasized in the literature on the design of bank resolution regimes 
is the so-called ‘no creditor worse off’ principle, which originates in the ‘best interests of 
creditors’ test used in the US Bankruptcy Code.™ It is designed to ensure that creditors are 
not left worse off than they would have been in an ordinary liquidation. A wider formula- 
tion of the principle, as used in the UK Banking Act 2009, is that with a residual bank no 
pre-transfer creditor should be left worse off than would have been the case if the residual 
bank had immediately entered any form of formal insolvency procedure, including both 


® As explained in FSB, Recovery and Resolution Planning for Systemically Important Financial 
Institutions: Guidance on Developing Effective Resolution Strategies (16 July 2013). 

* Provided it is respected outside the place in which the resolution of the holding company takes place, so 
that rival resolution or insolvency procedures are not commenced elsewhere. 

*! As emphasized by Gordon and Ringe (n 78). This depends on the debt ‘being held “in the right hands’, 
that is, not concentrated within other financial firms, insurers or pension funds to such an extent that the 
write-down . . . could have a further impact on financial stability’: FSB (n 79), 14. 

* “The strategy is artificially dependent on systemically important firms having a parent-subsidiary organ- 
izational structure in which a non-systemically-important parent holds the stock of a systemically im near 
subsidiary’: S.L. Schwarz, ‘Beyond Bankruptcy: Resolution as a Macroprudential Regulatory Tool’ sro 
paper, August 2017. i 

3 FSB (n 79), 15. ** 11 USC § 1129(a)(7); see also s. 251 of the German Insolvency Code. 
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liquidation and rescue proceedings.“ There is of course an element of speculation in any 
comparison of the position in different scenarios. The provision also applies to sharehold- 
ers; this is important, given the possibility that a resolution regime will be designed to be 
able to be triggered before balance-sheet insolvency, while shareholders are still to some 
extent ‘in the money. 

In general the application of the no worse off principle might require, for example, that 
those creditors whose claims are not transferred in a ‘purchase and assumption’ trans- 
action do not recover less in the subsequent liquidation of the residual entity than they 
would have had that entity been immediately wound-up.* In the exercise of a ‘bail-ir’ 
tool, the principle would typically require that losses be borne in the same way that they 
would have been in liquidation (e.g. shareholders first, followed by subordinated creditors, 
and then general unsecured creditors). Importantly, this safeguard would not restrain a 
resolution authority from acting in ways that render a creditor or creditors ‘worse off’ con- 
trary to the principle: it may be, for example, that the resolution authority adjudges such a 
result necessary in the circumstances to promote financial stability or to secure some other 
objective of the resolution regime, as contemplated for example with bail-in. Instead, the 
resolution regime will typically only require the affected stakeholder to be compensated 
ex post.” 

The costs of compensation might be borne by the resolution authority (and passed onto 
the taxpayer) or as in the EU by the banking system (e.g. through a levy on participants 
that forms a resolution fund). As noted earlier, jurisdictions that do not include a ‘no 
creditor worse off’ principle in their bank resolution regimes may still be required to com- 
pensate stakeholders for interferences with, or expropriations of, property rights under 
constitutional or human rights laws. 

Other safeguards that are likely to be built into a resolution regime include rules on the 
valuation and marketing of the entity by the resolution authority,” and rules on disclosure 
of the actions taken by a resolution authority so as to enable ex post scrutiny by stakehold- 
ers where ex ante consultation is not practicable.” 

Resolution regimes will also likely provide for ex post challenge in a court to the actions 
of a resolution authority, although this may be available under the general law.” In the 
increasingly common case of an administrative agency or regulator acting as the resolution 
authority, the mechanism for such challenge is likely to be judicial review, but the scope of 
such a review and the available remedies will not be as wide as in a merits challenge. It may 
be that the ability of claimants to have a decision quashed may be restricted in a resolution 
regime to avoid uncertainty as to the validity of a resolution authority action, and claim- 
ants limited to a statutory compensation right as a substitute remedy. The liability of the 
resolution authority and its officers to pay damages for a civil wrong (e.g. a tort) may also 
be more restricted than the liability of an insolvency practitioner at general law: the IMF 


8 Banking Act 2009, s. 60(2); Banking Act 2009 (Third Party Compensation Arrangements for Partial 
Property Transfers) Regulations 2009, 2009 SI No 319 as amended. 

*% G. Davies and M. Dobler, ‘Bank Resolution and Safeguarding the Creditors Left Behind’ (2011) Q3 Bank 
of England Quarterly Bulletin 213, 216-18. 

“ Banking Act 2009, s. 52A; Banking Act 2009 (Mandatory Compensation Arrangements following Bail- 
in) Regulation 2014, 2014 SI No 3330. See HM Treasury, Banking Act 2009: special resolution regime code of 
practice, March 2015, 76. 

88 See HM Treasury, ibid., 69-70. 

* eg. Banking Act 2009, ss. 6E, 48X, 62A (valuation), 11A (marketing). 

*® Banking Act 2009, ss. 79A-81. See HM Treasury (n 87), 50-2, 56, 60. 

9! See Hiipkes in Lastra (n 63) on the requirements of Art. 6 of the European Convention of Human Rights. 
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and World Bank report that ‘many jurisdictions have expressly limited liability that may be 
incurred by banking authorities to cases involving gross negligence or bad faith.” 


IV. CROSS-BORDER COMPLEXITIES 


The discussion earlier for the most part assumes the resolution of a single entity, the assets 
and liabilities of which are located within one jurisdiction and subject to its laws. But dis- 
tressed banks routinely have assets or liabilities situated in more than one jurisdiction and 
governed by the law of more than one jurisdiction. A distressed bank may, for example, 
have established and operated branches in multiple jurisdictions,” with the result that it 
has assets and liabilities in each. 

This common scenario raises a number of complex legal questions additional to those 
raised by a case of purely domestic distress. These include questions of jurisdiction and 
scope (e.g. where can insolvency or resolution proceedings be commenced, what is the 
effect of the opening of such proceedings on assets or claims situated elsewhere, and can 
proceedings be opened in more than one jurisdiction?); of recognition and cooperation 
(e.g. what are the obligations of courts, insolvency practitioners and resolution authorities 
to recognize or cooperate with proceedings opened elsewhere?); and of conflicts of law 
(what law(s) should be used to determine the answers to questions of jurisdiction, scope, 
recognition, and cooperation?). 

These questions will be familiar to insolvency lawyers, since they occur in any insolvency 
with cross-border features.” But cross-border bank insolvencies also raise special prob- 
lems, which may make the negotiation of international frameworks of the kind that have 
been developed for resolving non-bank cross-border insolvencies (e.g. the UNCITRAL 
Model Law on Cross-Border Insolvency)” more difficult. 

The special features of banks and the special consequences of their failure mean that the 
state—through its central bank, deposit insurer, regulators, or resolution authorities—is a 
key factor in bank resolution. This involvement is costly to the state and to those (taxpay- 
ers or banking system participants) that fund its initiatives. As a consequence, a state may 
be reluctant to extend the benefit of its interventions to those creditors situated outside the 
jurisdiction (e.g. to depositors in foreign branches): ‘National authorities tend to seek to 
ensure that their constituents, whether taxpayers or member institutions underwriting 
a deposit insurance or other fund, bear only those financial burdens that are necessary 
to mitigate the risks to their constituents.” Relatedly, states may be disinclined to lend 
support to the intervention efforts of resolution authorities elsewhere, preferring to ‘ring- 
fence’ any local assets of foreign banks for distribution to local creditors. 

There is a tendency towards ‘territorialism, in which the local assets of a foreign 
entity are retained in the jurisdiction and distributed in local proceedings in accord- 
ance with local law, rather than remitted for distribution in proceedings in the entity's 


2 IMF and World Bank (n 12), para. 40. 3 See Ch. 1, section II.A earlier. 

% Goode (n 53), [16-03]. 

” Which contemplates the exclusion of banks and insurance companies from its scope (see Art. 1(2), and 
paras. 62-62 of the associated Guide to Enactment). The European Insolvency Regulation (Regulation (EU) 
2015/848 of the European Parliament and of the Council of 20 May 2015 on insolvency proceedings) 
credit institutions from its scope: Art. 1(2). 

% See Bailing out the Banks (n 37) section 7.2.2, noting reports that deposit insurance ‘rarely’ extends to 
depositors in foreign branches. 

” Basel Committee on Banking Supervision, Report and Recommendations of the Cross-Border Bank 
Resolution Group (BIS, March 2010) para. 8; see also para. 54. 


excludes 
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‘home’ jurisdiction in accordance with the law of that jurisdiction.’ Indeed, as the US 
experience shows, a State may also attempt to assert claims to the foreign assets of local 
entities. Territorialism may be damaging to the resolution of a distressed entity. In the 
EU, the tendency is resisted through the Directive on the reorganization and winding-up 
of credit institutions.” This Directive provides a ‘universalist’ solution to the scenario in 
which a bank has its home in one Member State and branches in other ‘host’ Member 
States.” Under the Directive, the power to decide on the implementation of reorganiza- 
tion or winding-up measures is vested in the home Member State alone (such that there 
is no power to commence territorial proceedings in other Member States, such as those 
where the bank has a branch), and those measures are effective without more in other 
Member States.” 

With banks, the BRRD introduces a new framework requiring that EU Member States 
recognize the effect of resolution actions which other Member States may take.'” It does 
this inter alia through amending the Directive on the reorganization and winding-up of 
credit institutions, so that certain resolution actions taken within the framework of the 
BRRD fall within the Directive's scope so as to be subject to its burdens and eligible for its 
privileges (including recognition). For euro area states (and for non-euro states wishing 
to join) there is the Single Resolution Mechanism (SRM), whereby resolution is entrusted 
to the Single Resolution Board and the resolution colleges of different resolution authori- 
ties when an SRB bank has at least one subsidiary or significant branch in a participating 
Member State and another in a non-participating Member State.'™ 

‘The framework is buttressed by the Directive on deposit guarantee schemes that requires 
home Member States to introduce deposit guarantee schemes that extend to depositors at 
branches in other Member States.’ 

Outside the EU, greater divergence in supervisory and resolution strategies and the 
absence of agreements on burden sharing (e.g. in relation to the treatment of deposits 
repayable in foreign branches) may preclude the negotiation of universalist solutions. 
Noting this, the Basel Committee on Banking Supervision has advocated a ‘middle ground’ 
in which the tendency to ring-fence is recognized, but the resolution powers of States are 
improved, and efforts to improve cooperation and information-sharing between States, and 
to ‘explore mechanisms for burden-sharing, are encouraged.’ More recently, the FSB has 
produced detailed Principles for Cross-Border Effectiveness of Resolution Actions which 
instructs jurisdictions to align resolution regimes with the FSB Key Attributes of Effective 
Resolution Regimes for Financial Institutions (so as to produce greater convergence in the 


3% Goode (n 53), [16-04]. 

9 Credit Institutions Winding Up Directive24/2001/EC, as to which see further B. Wessels, ‘Commentary 
on Directive 2001/24/EC’ in G. Moss and B. Wessels (eds.), EU Banking and Insurance Insolvency (Oxford, 
OUP, 2006), and G. Peters, ‘Developments in the EU’ in Lastra (n 13), Ch. 6. 

100 Different rules are provided for banks with their head office outside the EU and two or more branches in 
Member States: see Art. 1(2), Title II Part B, and Title III Part B. 

101 Art. 3 and Art. 9. 12 Art. 66. 

103 Art. 117, which among other things widens the definition of “Reorganisation measures” in the 
Reorganisation and Winding Up of Credit Institutions Directive to include the application of the resolution 
tools and the exercise of resolution powers provided for in the BRRD. This has given rise to some difficult 
questions of interpretation: see e.g. Guardians of New Zealand Superannuation Fund & Ors v Novo Banco, S.A. 
[2016] EWCA Civ 1092. 

10% Regulation (EU) No 806/2014. 

105 Directive 2014/49/EU of the European Parliament and of the Council of 16 April 2014 on deposit guar- 
antee schemes, Art. 14(1). 

106 See R. Lastra ‘International Law Principles Applicable to Cross-Border Bank Insolvency, in Lastra (n 


13), [7.10]-[7.34]. 
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applicable domestic law), and to inter alia confer on local authorities capacity to give expe- 
dited effect to foreign resolution measures (guided by an underlying principle of ‘equitable 
treatment of creditors’), and to encourage the adoption of contractual approaches to fill 
gaps in statutory frameworks.'” 

Further significant complexities arise where—as discussed earlier—a bank exists not as 
a single entity, but as a member of a banking group, and other members of the group (e.g. 
subsidiaries) are incorporated outside the jurisdiction. Again, this scenario raises com- 
plex questions of jurisdiction and scope—most obviously, where and with what effect can 
proceedings relating to legally independent entities be substantively or procedurally con- 
solidated?—as well as questions of recognition and cooperation. There is a need for more 
coordinated responses to distress in financial groups across borders, both ex ante (e.g. 
through resolution planning and the simplification of group structures) and ex post e.g. 
through arrangements for strengthening information-sharing between courts, resolution 
authorities, and insolvency practitioners). As noted earlier, a ‘single point of entry’ strat- 
egy could help to overcome many of the challenges associated with cross-border group 
resolution, but it will only be effective where the strategy is both respected and expected to 
be respected in the jurisdictions of the subsidiaries, and is not without its own costs (given 
the group structure on which it is premised).'° 


107 3 November 2015, Principles 1, 2, 4, 5, 7. 
' See M. Lehmann, ‘Bail-In and Private International Law: How to Make Bank R i 
: esolution M 
Effective Across Borders’ (2017) 66 ICLQ 107. an 
' See text on p. 182 to n 79 et seq earlier, and making the case for embrace of this str. i 
ategy in the E - 
text, Gordon and Ringe (n 78). ty on 
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THE BANK-CUSTOMER 
RECA TIONSHIP 


So far the focus of attention has been on the banks themselves and on bank supervision. 
This chapter introduces another character into the plot, the customer, and brings a change 
of scene, the services which banks offer to customers. Consistently with our theme, however, 
that banking law must align itself with modern banking practice, the customer in this book 
plays many roles and the services which banks provide are painted with a broad brush. 

The chapter begins by filling in some of the details about the customers of banks and mod- 
ern banking services. In this context it gives attention to how the relationship between banks 
and their customers may be characterized as a matter of law. Contract emerges from this as 
the overarching feature of the relationship, and so the second and third sections of the chapter 
are given over to banking contracts and their regulation. The final part of the chapter turns 
to a specific banking service, the taking of deposits. Historically this has been the core bank- 
ing service, and deposit-taking has been central to any definition of banking. However, the 
private law governing deposit-taking is well-established and largely uncontroversial. Those 
desirous of knowing more about its finer points must look elsewhere. 


I. BANK CUSTOMERS AND BANKING SERVICES 


A. MATTERS OF DEFINITION 


The concept of customer is used in this book in a wide sense to describe anyone who deals 
with a bank in relation to a banking service. Those with accounts are customers, but so too 
are borrowers and those using the bank for financial advice, fund management, securities 
and derivatives dealings, and so on. Customers can be other banks and market counterpar- 
ties, commercial customers, and private customers. The relationship of banks to other banks 
is considered further in Chapter 8: the focus of this chapter is on the second and third cat- 
egories of customer. 

The conventional view is that customer has a technical meaning, which leads to lengthy 
discussions of who is or is not a bank’s customer. In fact the reason historically that English 
courts thought that question to be legally relevant was because of the protection given in the 
Bills of Exchange Act 1882, and subsequently in section 4 of the Cheques Act 1957, when 
banks collect cheques to which a ‘customer’ has a defective title. Customer was undefined in 
the legislation, and it was necessary for the courts to decide whether the rogues and others 
who bank such cheques fall within the ambit of the term. If not, banks are exposed to actions 
in conversion by the true owners of the cheques. Ultimately the courts decided that anyone 
opening an account, rogue or angel, was a customer for the purposes of statutory protection. 


| e.g. Commissioner of Taxation v. English, Scottish and Australian Bank Ltd. [1920] AC 683 (PC, New South 
Wales). 
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Whether a person is a customer in the sense of having an account with a bank is legally 
irrelevant to the many other, and more important, issues discussed in this book. The duty 
of confidentiality is certainly not confined to account holders. Nor is bank liability for 
faulty advice or breach of a fiduciary or other duty. Having an account with a bank indi- 
cates a contractual relationship, which can obviously found remedies, but so too can the 
myriad of other contracts which banks make with customers. It is a trite point, but worth 
making, that banks can enter these many other contracts with customers who do not have 
an account with them. 

Banks provide many different types of service. Deposit-taking is basic, albeit mun- 
dane. Coupled with deposit-taking is giving effect to customers’ payment instructions, 
the subject matter of Part III of the book. Bank financing (Part IV) encompasses a variety 
of techniques, from the simple overdraft through trade finance to sophisticated project 
financing. Already we have seen how important are the securities and derivatives activi- 
ties of banks. In this regard banks conduct business for their own account, but they also 
act for customers on securities and derivatives markets, as investment managers and as 
custodians. 

The legal ramifications of banks providing these various services are dealt with through- 
out the book. However, some general points ought to be mentioned here. First, unless con- 
tractually bound banks are free in the main to decide whether or not they will provide a 
particular service to customers. As a matter of English law customers with current accounts 
have been entitled by implied contract to demand cash over the bank's counter and to 
have cheques honoured and collected. Banks habitually provide other services to account 
customers—payment orders, direct debits, overdrafts and loans, advice, letters of credit, 
and so on—but in the absence of contract it is not clear whether they are legally obliged to 
do so. A sensible rule would be to say that subject to contract banks are obliged to provide 
payment services functionally equivalent to cheques, but that is all. Secondly, if a bank 
provides a service to customers it is entitled to reasonable remuneration, if that has not 
been agreed. This principle of a reasonable price for a service derives from the general law.” 

‘The third general point concerns the scope of banking business. There are old authorities, 
in the nineteenth and early twentieth centuries, which suggested that investment advice fell 
outside the scope of banking business.’ In fact what is or is not banking business must always 
be a question of fact, depending on what the bank has expressly or impliedly agreed to do.‘ It 
is quite clear nowadays, and was probably the case in 1918, that investment advice is a com- 
mon practice of bankers. We return to the subject in Chapter 10. Supervising a customer's 
business may be unusual, but not impossible.* These days the scope of banking business is, as 
a matter of practice, elastic but is typically defined in the contract with the customer. 


B. CHARACTERIZING THE BANK-CUSTOMER 
RELATIONSHIP 


Foley v. Hill’ was a historical breakthrough when, in 1848, the House of Lords held that the 
banker-customer relationship was essentially a debtor-creditor relationship. ‘This char- 
acterization was obviously crucial, for it enabled banks to treat money deposited with 


* Now incorporated in statute: Supply of Goods and Services Act 1982, s. 15; Consumer Rights Act 
2015, s. 51. 

> Banbury v. Bank of Montreal {1918} AC 626 (HL) is the leading case. 

* A. MalekQC and J. OdgersQC (eds.), Paget’s Law of Banking (14th edn., London, LexisNexis, 2014), 778-9 

5 cf. Wilson v. United Counties Bank Ltd. [1920] AC 102 (HL). € (1848) 2 HLC 28,9 ER 1002 
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them as their own. All they were obliged to do was to return an equivalent amount. Rival 
characterizations—bailment, trust, or agency—would have precluded this. Bailment 
would in the nineteenth century have obliged the return of the very things deposited and 
would have had no application with payments into a customer’s bank account by book 
entry. Trust and agency would have limited how the moneys could be employed. Instead, 
as Lord Cottenham LC noted, the characterization of the bank as debtor meant the 


money placed in the custody of a banker is, to all intents and purposes, the money of the 
banker, to do with it as he pleases; he is guilty of no breach of trust in employing it; he is not 
answerable to the principal if he puts it into jeopardy, if he engages in a hazardous specula- 
tion; he is not bound to keep it or deal with it as the property of his principal; but he is, of 
course, answerable for the amount, because he has contracted, having received that money, 
to repay to the principal, when demanded, a sum equivalent to that paid into his hands.’ 


This means, as the United States Supreme Court has put it, that when a customer deposits 
money in a bank account the bank ordinarily becomes the owner of the funds and can 
employ them to make profits, for example by lending to others, although the customer 
retains the right to withdraw funds.* The money does not belong to the depositor but 
‘consists of nothing more or less than a promise to pay, from the bank to the depositor.’ 

The characterization of the customer's claim as debt has other important consequences. 
Thus it has been proffered as a basis for enabling money to be traced at common law into 
its product (e.g. money taken out by a fraudster). It has been applied in the context of 
‘hawala (an informal money transfer facility); the customer’s rights are like those of a bank 
depositor and not those of a beneficiary under a trust." 

Yet it was quickly apparent that the debtor-creditor characterization was only part of 
the story. It frequently operated in reverse, as banks lent money and thus became credit- 
ors of their customers, often taking security over their customers’ assets. As was also 
acknowledged in Foley v. Hill itself, a bank can in particular circumstances be trustee and 
fiduciary. We return to this in Chapter 10, although it as well to note at this point that 
while not ordinarily the case, deposits can be held on trust as a result of regulatory action. 
For example, a bank supervisor may fear for a bank’s insolvency, and exercise a statutory 
power to direct that the bank deposit equivalent amounts, to what customers have depos- 
ited, on trust with the central bank.” 

Moreover, in some circumstances, such as with payment and with securities dealing, a 
bank may be regarded as acting in yet another capacity, for example as an agent for the cus- 
tomer. Sometimes this is because the customer is not a member of a payment system, as 
where a foreign bank uses a local bank to make payment in the local currency, or where a 
bank acts as prime broker for a hedge fund and provides a centralized clearing facility for all 
the fund’s executing brokers and other services such as acting as a securities custodian and 
lender. 

Even on its own terms the debtor-creditor characterization did not accord 100 per cent 
with the reality. Unlike with an ordinary debtor it was unrealistic to oblige the bank to 


7 At 1005-6. 8 Shaw v. United States 137 S. Ct. 462, 466 (2016). 

° Citizens Bank of Maryland v. Stumpf, 516 US 16, 21 (1995). See also Curtis-Shanley v. Bank of America 
109 AD 3d 634, 970 NYS 2d 830 (2013). 

10 Lipkin Gorman (a firm) v. Karpnale & Co. Ltd [1991] 2 AC 548, 574, per Lord Goff. 

u Azam v. Iqbal [2007] EWHC 2025 (Admin); [2008] Bus LR 168; Mirza v. Dayman [2015] EWHC 
1902 (QB). 

12 In the Matter of Kaupthing Singer & Friedlander Limited (in administration) [2010] EWCA Civ 561; 
[2010] BCLC 259 (CA). 
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seek out its creditor, the customer, or to repay the loan immediately it was due, in other 
words, directly after a customer had paid the money into the account. Conversely, it was 
also unrealistic to permit the customer, like any ordinary creditor, to demand repayment 
of the deposit at any time and place. Rather, it was established in a number of cases that 
the obligation of the bank was not a debt pure and simple, such that the customer could 
sue for it without warning, but rather a debt for which demand had to be made, and at the 
branch at which the account was kept. 

The jurisprudential basis of all this lay in practical business necessity, and at the end of 
the day in a leading authority the court found it necessary to fall back upon the course of 
business and custom of bankers to explain the deviations from ordinary debtor—creditor 
law." “The basis on which banks invite and get money deposited with them’ was invoked 
as an explanation as to why a bank was not to be treated like other debtors, this time when 
summary judgment was sought against the bank for the return of a deposit which the bank 
resisted on the basis that someone else might have an equitable interest in the moneys." In 
practical terms such decisions are obviously sensible. For the purposes of the present argu- 
ment, however, the fact that the ordinary law of debtor-creditor must be bent to accom- 
modate the bank-customer relationship suggests caution in becoming too wedded to it 
as a characterization of the relationship, even for the narrow sphere of deposit-taking in 
which it was developed. 

Indeed, the excessive attention given to the debtor-creditor side of Foley v. Hill obscures 
the fact that the case had an important contractual basis. Chorley probably goes too far in 
suggesting that if modern contract law had been better developed in 1848 the judges would 
not so readily have grasped at the long-established cause of action in debt as a method of 
explaining the bank-customer relationship." But he is certainly correct to highlight the 
decision’s contractual dimensions, for example Lord Cottenham’s recognition, in the pas- 
sage quoted earlier, that the banker had contracted to repay the customer. In terms of 
the ‘superadded obligations’ which the decision also involves, including the duty to hon- 
our a customer's payment instructions, clearly their basis is in contract. Contract, in fact, 
dominates the law relating to the deposit of a customer’s moneys with a bank. As the US 
Supreme Court succinctly put it on one occasion: “The relationship of bank and depositor 
is that of debtor and creditor, founded upon contract." 

Once we go beyond the role of the bank as a depository, debt rarely, if ever, raises its 
head. Contract is pervasive—oral contracts made with customers by bank staff, stand- 
ard-form contracts in different shapes and sizes, and tailor-made written contracts for 
particular purposes. Even if the bank is potentially liable in negligence, as a fiduciary, or by 
statute, contract typically enters the fray so as to modify a bank's duties or to exculpate it 
entirely.'” No apology is needed for placing contract centre stage. We will see in Chapter 8 
its importance in the banking networks in which banks enmesh themselves with other 
banks. We will also see that these interbank contracts may be legally binding on customers 
as well. However, this present chapter focuses on those contracts which banks enter dir- 
ectly with customers, commercial and private. 


' Joachimson v, Swiss Bank Corporation [1921] 3 KB 110 (CA). 

"t Bhogal v. Punjab National Bank [1988] 2 All ER 296 (CA). See also Saudi Arabian Monetary Agency 
v. Dresdner Bank AG [2004] EWCA Civ 1074; [2005] 1 Lloyd’s Rep 12 (CA). 

' Lord Chorley, The Law of Contract in Relation to the Law of Banking (Gilbart Lectures on Banking, 
London, 1964), 6-7. 

'6 Bank of Marin v. England, 385 US 99, 101 (1966). 

'7 See pp. 271, 274, 287 later. 
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II. BANKING CONTRACTS 


Central to the bank-customer relationship is contract. The bank-customer relationship may 
not be reduced to the one document, however, but instead take a variety of forms. Often a 
standard-form contract will govern each aspect of the bank-customer relationship, whether 
it concern the account, payment services, borrowing, related security (including guarantees), 
and securities and derivatives dealing. 

In some areas there may be a master or an umbrella agreement, whose terms govern the 
general aspects of any particular transaction with only specific terms (e.g. price) having to 
be agreed. In the international markets, associations of banks and other financial institu- 
tions such as the International Swaps and Derivatives Association (ISDA), the Loan Market 
Association (LMA), and the International Capital Markets Association (ICMA) have had a 
hand in formulating master agreements or at least standard language and documentation. For 
more domestic markets, associations of banks in countries like Germany, the Netherlands, and 
Switzerland have drawn up general business conditions for customers’ accounts. Historically, 
in Britain, banks did not have standard-form contracts for accounts and the parameters of the 
relationship were set by a series of terms which the courts implied over the years. Banks in 
Britain have now adopted their own standard form contracts, even when dealing with private 
customers. 

There are efficiency and marketing advantages to a bank in the standardization of 
contracts, reflected in the language of ‘banking products. Standard terms also enable 
banks to set parameters to their liability (or at least to attempt to do so)—for example, 
by ‘entire agreement’ terms which state that the bank's counterparties are not relying on 
advice from it, confirm that the written contract is the entire agreement between the 
parties, and exempt the bank from specified liabilities. Over the years the introduction 
of new services led banks to prepare standard terms for their customers. Regulatory laws 
now demand written agreements with private customers in areas such as investment 
management." 

Yet banking contracts may still be tailor-made. Particular terms in financing documents 
or a securities issue may be negotiated at length. However, there may not be a ‘battle of the 
forms, which are standardized, but over particular parts, such as about price, or a ‘battle of 
the schedules’ (or other documents appended to the standard form), which contain the key 
terms. Negotiation over these may be hard fought. 

This part of the chapter examines four general issues concerning a bank's contracts 
with a customer: first, identifying who, precisely, is the customer; secondly, determining 
whether there is an enforceable contract; thirdly, deciding what are the bank’s duties when 
a customer instructs it to act in a particular way under a banking contract; and fourthly, 
determining the terms of a particular banking contract and their meaning. Further aspects 
of banking contracts are examined in Chapter 8. 


A. IDENTIFYING THE CUSTOMER 


‘Customer due diligence’ (sometimes called ‘know your customer’ or ‘KYC’) is now a 
widely accepted obligation of banks. The Basle Committee on Banking Supervision regards 


!8 eg. A. Srivastava, ‘Conduct of Business—Fair Dealing with Clients, in J. Herbst (ed.), A Practitioners 
Guide to MiFID II: The Markets in Financial Instruments Directive, (2nd edn., London, Sweet & Maxwell, 


2015), 249. 
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it as an essential part of a bank’s assessment of the risks it faces.” The Committee has as 
principle 29 of its Core principles for effective banking supervision that bank supervisors 
must ensure that a bank has adequate policies and processes, including strict customer 
due diligence rules, to promote high ethical and professional standards in the financial 
sector and to prevent the bank from being used intentionally or unintentionally for crim- 
inal activities. 

The Financial Action Task Force (FATF), established by the G7 summit in 1989 and 
based in Paris, has done much to promote the idea of customer due diligence as a pre- 
requisite to effective money-laundering and terrorist financing controls and as a result 
the concept has been given legal force in many jurisdictions. Recommendation 10 of the 
FATF Recommendations states that financial institutions should be prohibited from keep- 
ing anonymous accounts or accounts in obviously fictitious names.” Financial institutions 
should be required by law to undertake customer due diligence when establishing business 
relations with customers, carrying out certain transactions (over a US dollars/Euro 15,000 
threshold; certain wire transfers), when there is a suspicion of money-laundering or ter- 
rorist financing, or when there are doubts about the veracity or adequacy of previously 
obtained customer identification data. 

The recommendation sets out the customer due diligence measures as: (a) identifying 
the customer and verifying that customer's identity using reliable, independent source 
documents, data, or information; (b) identifying the beneficial owner, and taking reason- 
able measures to verify the beneficial owner’s identity (with companies, that means its 
ownership and control structure); (c) knowing the purpose and intended nature of the 
business relationship; and (d) conducting ongoing due diligence on the business relation- 
ship and scrutiny of transactions to ensure that how they are being conducted is consistent 
with the institutions knowledge of the customer, its business and risk profile including, 
where necessary, the source of funds. _ 

Customer due diligence turns on the type of customer, business relationship and trans- 
action involved. For example, the fourth money laundering and terrorist financing dir- 
ective of the European Union allows Member States to exempt from the customer due 
diligence requirements to identify and verify customers and beneficial owners electronic 
money products used exclusively for low value purchases of goods or services.*! The costs 
to banks of customer due diligence rules, and the possible adverse effects of the rules on 
access by all those in the community to financial services,’ have led to a greater emphasis 
on the quality of information about a customer rather than its quantity or character. 
Where a bank concludes that an individual is not able to produce standard evidence (e.g. 
a driving licence or utility bills) and cannot reasonably be expected to do so, it may accept 
written assurances from persons or organizations that have dealt with the customer for 
some time.” 


° “General guide to account opening, Basle Committee on Banking Supervision, Sound Management of 
Risks Related to Money Laundering and Financing of Terrorism (Basel, 2016), Annex IV. 

2 FATE, International Standards on Combating Money Laundering and the Financing of Terrorism & 
Proliferation. The FATF Recommendations, 2012. See Cheong-Ann Png, ‘International Legal Sources I— 
FATF Recommendations, in W. Blair, R. Brent, and T. Grant (eds.), Banks and Financial Crime: The Law of 
Tainted Money, (2nd edn., Oxford, Oxford University Press, 2017). 

2! Directive (EU) 2015/849, Art. 12. 

” D. Cruickshank, Competition in UK Banking. A Report to the Chancellor of the Exchequer (London, 2000), 
xiv-Xv. 

” Joint Money Laundering Steering Group, Prevention of Money Laundering/Combating Terrorist 
Financing. Guidance for the UK Financial Sector, 2014 revised version, Part I, para. 5.3.28. 
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Apart from situations where the customer conceals its real identity, there are also 
circumstances where the bank may be unsure as to who, precisely, is its customer. An 
example is where the government of a country changes and new representatives seek to 
use an account to access a fund.” In commercial situations a bank dealing with another 
financial institution may be uncertain whether it is acting as either a principal or an agent. 

Take a bank dealing with a ‘fund manager’: the fund manager may not act as a principal 
but may sell its expertise in return for a fee. It may be acting as an agent on behalf of the 
trustees of a fund, an investment company, or the individuals comprising the fund. Whoever 
is the principal may become the bank's customer, with the fund manager dropping out of the 
picture if it acts simply as agent. But while the bank may be aware that the fund manager is 
acting as agent it may not be told which principal is involved, at least not until after the con- 
tract is made. The fund manager may not disclose this information for commercial reasons 
or because it enters a block transaction, where the securities, foreign exchange, and so on are 
allocated among the funds it is managing only after the transaction is complete. 

In cases of a potential customer being an unnamed principal of an agent, the bank may 
face the practical problem of not being able to assess in advance matters such as the prin- 
cipals creditworthiness and whether there is compliance with regulatory requirements. 
There are potentially also the difficulties of knowing whether the transaction is intra vires 
the principal, and whether rights of set-off and netting will be effective. Moreover, in cal- 
culating a bank's capital adequacy, we saw in Part I how different risk weightings attach to 
different types of counterparties. A bank dealing with an unknown counterparty may be 
in a difficult position calculating its capital requirements. 

The Model Code of the ACI-The Financial Markets Association is designed for over-the- 
counter (OTC) professional financial product markets. While acknowledging the desire 
for anonymity in some cases it recommends that, at the very least, it is good practice for 
the compliance, legal, and credit departments within a bank to have full knowledge of the 
end principal's identity prior to the execution of a transaction. That is so that credit, cus- 
tomer due diligence, anti-money laundering, and potential fraud issues can be addressed. 
To maintain the principals confidentiality the Model Code provides that the information 
should only be used for risk management and other legitimate purposes and there should 
be policies in place to safeguard it. Where prior identification of the ultimate counterparty 
is practically difficult, such as in the case of a bulk transaction for later allocation to the 
principals of an agent (in our example the fund manager), the Code states that parties 
should agree in writing that the result of such allocation is to be confirmed as soon as prac- 
ticable after the trade is entered. The Code continues: 


For legal and capital adequacy purposes, the identify and details of the transaction should 
be communicated in a manner—for example by the use of counterparty code names or 
similar identifiers which are anonymous to traders—that will enable a firm to have legal 
recourse to the principal of the agent. The use of such identifiers will allow the counterparty 
to be identified by the firm ...” 


24 Sierra Leone Telecommunications Co Ltd v. Barclays Bank Plc [1998] 2 All ER 821; [1998] CLC 501; 
Bouhadi v. Breish [2016] EWHC 602 (Comm). 

25 See L. Van Setten, The Law of Institutional Investment Management (Oxford, Oxford University Press, 
2010), 79-81; Financial Conduct Authority, Asset Management Market Study Interim Report, London, 
November 2016, 29-43. 

26 ACI-The Financial Markets Association, The International Code of Conduct & Practice for the Financial 
Markets, Paris, 2015, Art. 20. See also Bank of England, Non-Investment Products Code, 2011, part III, para. 
10; New York Foreign Exchange Committee, Guidelines for Foreign Exchange Trading Activities, revised 
November 2010, 4. 
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As for the private law consequences of this type of arrangement a bank will be liable on a 
contract with an unnamed principal, at least if the principal authorized the fund manager 
(to continue with that example) to enter the transaction. A difficult question is whether 
the fund manager is liable as well if, say, the transaction is ultra vires the principal. There 
are various arguments that the fund manager, even though the agent, may be liable— 
for example, trade usage, collateral contract, suretyship, and undisclosed (rather than 
unnamed) principal—but there is no clear authority.” Another difficult question concerns 
the bank settling with an agent (the fund manager), which defaults before it in turn has 
settled with the unnamed principal (the fund). The bank may be liable to settle again 
unless the agent had express authority to settle from the principal, or there is a trade usage 
for settlement with the agent which can be implied in the contract between bank and 
principal.” 

The problems are compounded where there are a number of unnamed principals, for 
example, the case of the bank transacting with a fund manager in a block transaction of 
securities, foreign exchange, and so on, which are subsequently allocated to various funds 
for which the fund manager acts. First, there may be doubts whether with a block trans- 
action there is agency, and even if there is whether the bank is brought into contractual 
relations with the different funds. That may depend on doctrines such as ratification, nov- 
ation, and assignment. It would be different if there were separate contracts which were 
subsequently allocated, rather than a block transaction, but this may not be market prac- 
tice. If the funds refuse, or are unable, to settle with the bank, can the bank look to the fund 
manager? Various arguments for making the fund manager, as agent, personally liable 
were touched on in the previous paragraph, and may be applicable here as well. Standard 
documentation may impose a duty on the fund manager to allocate trades promptly, and 
may deem a contract to exist between the bank and each customer, binding on both, and 
relieving the fund manager of liability. 


B. VALIDITY OF A BANKING CONTRACT: AUTHORITY 
AND CAPACITY 


For a bank and its customers to be able to enforce a contract, it must obviously be recog- 
nized as having been validly effected in law. The topic can be examined in various ways, 
but here the analysis proceeds by examining, first, the authority of the persons contracting 
and, secondly, the capacity of those purporting to contract. A first line of defence raised 
in many cases is that the person who contracted lacked authority to do so, or that the con- 
tracting party itself lacked capacity to enter the particular contract. 


(i) The persons contracting—authority and agency 


Say A negotiates a financing contract with a bank. It deals with the manager of an import- 
ant branch of the bank. Subsequently the bank reneges, claiming that the manager lacked 
authority to enter into the particular contract.” Conversely, take the situation where a 
bank negotiates with A, a ‘manager’ of a company, and agrees to advance money to a third 
party on the company giving certain undertakings. Subsequently, when the bank claims 


*” P, Watts and F. Reynolds (eds.), Bowstead and Reynolds on Agency, (20th edn., London, Sweet & Maxwell 
2014), 575-7. cf. Restatement on Law, Agency, 3rd, para. 6.02. l 


*8 See O. Lando and H. Beale (eds.), Principles of European Contract Law (The Hague, Kluwer, 2000) 
ArntSB02, i i 


2 First Energy (UK) Ltd. v. Hungarian International Bank Ltd. [1993] 2 Lloyd’s Rep. 194 (CA). See also 
M. Lichtenstein, ‘Commercial Loan Officers’ Authority to Bind a Bank’ (2013) 130 Banking LJ 710. 
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on the undertakings, the company contends that A never had its authority to give them.” 
Both examples are illustrative of the problems which arise because organizations, includ- 
ing banks, must of their nature act through human agents. 

Agency as we have already seen is a key concept in whether a commercial organization 
is to be bound by those such as directors and other employees acting in its name. An agent 
can by virtue of his or her authority bind a principal in relation to a third party. If an agent 
has express actual authority to negotiate a banking contract, then its principal is bound.” 
Even where an agent acts without express, actual authority, it is generally open to the prin- 
cipal subsequently to ratify the transaction. The problem arises where, in this situation, the 
principal instead wants to renege on the transaction. 

English law has two answers. First, it the agent has implied, even if not express, actual 
authority, the principal is bound. So too with what is called usual authority. Usual author- 
ity is authority which is objectively determined—what is normal or customary in the par- 
ticular business or profession. For example, where companies appoint managing directors, 
they impliedly authorize them to do such things as fall within the usual scope of that 
office. Ordinarily Ministers of Finance have usual authority to borrow on international 
financial markets on behalf of their state especially if there has been a course of their doing 
this in the past.** Limitations on the authority of such persons do not count unless the 
third party is aware of them.“ The difficulty with usual authority is in determining what 
is normal or customary: for example, what is normal or customary for the managing dir- 
ector of an international bank may not be normal or customary for the person occupying 
that position in a small trading company with which the bank deals. For this reason usual 
authority may be difficult to invoke. 

A second answer provided by English law is that, because of the principal’s own con- 
duct or the way it has allowed the agent to act, it may be estopped from denying the latter's 
authority if the third party has acted in reliance upon the apparent position. The agent 
is said to have apparent or ostensible authority; sometimes the result is described, not 
always accurately, as agency by estoppel. Unfortunately English law has been in a tangle, 
and caused injustice to third parties dealing with a body, by making the issue of the bind- 
ing nature of transactions turn on matters which are purely internal to that body. This is 
because of the principle, which tends to be treated as if it had statutory force, that the rep- 
resentation that the agent had authority to enter a transaction must be made by someone 
within the body who has actual authority to manage its business, either generally such as 
the board of directors, or in respect of matters to which the particular contract relates.” 
Consequently, however reasonable it may be for third parties to do so, they cannot rely on 
an agent's own representations as to his or her authority, or even on representations by that 
person's superior who lacks actual authority.” 


% British Bank of the Middle East v. Sun Life Assurance Co. of Canada (UK) Ltd. [1983] 2 Lloyd's Rep. 9 (HL). 
See Standard Chartered Bank v. Ceylon Petroleum Corp [2011] EWHC 1785 (Comm). See also T. Chan and H. 
Tjio, ‘Usual Apparent Authority and Vicarious Liability’ (2012) 128 LQR 27. 

31 Marubeni Hong Kong and South China Ltd v. Government of Mongolia [2004] EWHC 472 (Comm), 
[2004] 2 Lloyd’s Rep 198, on appeal [2005] EWCA Civ 395, [2005] 1 WLR 2497. 

32 e.g, UBAF Ltd. v. European American Banking Corporation [1984] 1 QB 713, 724 (CA); Equiticorp Finance 
Ltd. (in liq.) v. Bank of New Zealand (1993) 11 ACSR 642 (NSW CA). 

3 Law Debenture Trust Corp Plc v. Ukraine [2017] EWHC 655 (Comm). See R. Martha, The Financial 
Obligation in International Law (Oxford, Oxford University Press, 2015), para. 16.2. 

34 As in Donegal International Ltd v. Zambia [2007] 1 Lloyd's Rep 397, [451]. 

35 Freeman & Lockyer v. Buckhurst Park Properties (Magnal) Ltd. [1964] QB 480, 506, per Diplock LJ. 

36 P Watts and F. Reynolds (eds.), Bowstead and Reynolds on Agency, 386-7; P. Watts, ‘Some Wear and Tear 
on Armagas v Mundogas: the Tension between Having and Wanting in the Law of Agency’ [2015] LMCLQ 36. 
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Fortunately, in several cases, the courts have been able to reach a commercially sensible 
result and have upheld transactions where the third party plausibly regarded that there 
was authority for the agent to enter a transaction.” This, however, can involve intellectual 
gymnastics to maintain the principle that any representation must be made by someone 
with actual authority. Thus a body may confer apparent authority on an agent to convey, 
albeit falsely in the instant case, that the preconditions for a transaction are met, even 
if the agent is not clothed with apparent authority to enter into it on behalf of the body. 
More intellectually satisfying would be a new approach to the issue of apparent authority, 
which gave effect to the reasonable expectations of third parties, and which recognized the 
commercial realities, for example that given constraints such as time, third parties cannot 
penetrate too far behind institutional facades.** 


(ii) The bodies contracting—capacity 


Agency is a doctrine which has a wide application in determining whether organizations 
are bound by the actions of their officials. However, it is not universally applicable. The 
legal relationship between a public body and those acting on its behalf is generally one of 
delegation, although there will be cases where apparent authority can be established in the 
ordinary way. The juridical nature of a body has a series of consequences for its capacity to 
enter transactions. What follows is a sample. 

Until relatively recently, those entering contracts with companies were bedevilled by 
the ultra vires rule and the doctrine of constructive notice. A bank may subsequently find 
that the company with which it had contracted was acting beyond the scope of its con- 
stitution.” It was deemed to have constructive notice of a company’s constitution, along 
with its other ‘public documents. Since ultra vires contracts are void, a bank was unable 
to enforce them, although it might be able to recover money advanced by restitution or 
subrogation to other creditors. Statute has abrogated the ultra vires rule and the doctrine 
of constructive notice in relation to corporate contracts. In dealing with a company in 
good faith, third parties are not affected by any constitutional limitations on the power 
of the directors.” Good faith is presumed. Not only are third parties under no duty to 
investigate whether a transaction is contrary to the company’s constitution, they are not 
to be regarded as acting in bad faith by reason only of knowledge that an act is outside the 
board’s powers. 

Ultra vires is still alive and well when it comes to transactions involving bodies other 
than companies such as public authorities. Banks are generally protected in lending to 
an English local authority, since they are absolved by statute from inquiring into whether 
it has power to borrow, and they are not prejudiced by the absence of any such power.” 
Similarly, the Local Government (Contracts) Act 1997 established a safe harbour for a 
limited category of local government contract, notably, a guarantee given to a bank which 
is financing a third party constructing facilities for the local authority. But moneys paid 


” See First Energy (UK) Ltd. v. Hungarian International Bank Ltd. [1993] 2 Lloyd’s Rep. 194; Egyptian 
International Foreign Trade Co. v. Soplex Wholesale Supplies Ltd. [1985] 2 Lloyd's Rep. 36 (CA); Kelly v. Fraser 
[2012] UKPC 25; [2013] 1 AC 450 (PC, Jamaica); Australia and New Zealand Banking Group Ltd v. Frenmast 
Pty Ltd [2013] NSWCA 459. 

* See D. Busch and L. Macgregor (eds.), The Unauthorised Agent. Perspectives from European and 
Comparative Law (Cambridge, Cambridge University Press, 2009), 398-400. For New York law: Indosuez 
International Finance BV v. National Reserve Bank, 98 NY 2d 238, 245-6; 774 NE 2d 696, 700-1 (2002). 

3 e.g, Introductions Ltd. v. National Provincial Bank [1970] Ch. 199 (CA). 

*© Companies Act 2006, s. 40. *! Local Government Act 2003, s. 6. 

Ss. 2(1), 4(3), (4). cf. Crédit Suisse v. Allerdale BC [1997] QB 306 (CA). 
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over to a public authority may be for purposes ultra vires its powers, albeit that the moneys 
may be recovered as unjust enrichment of the public authority.” 

However, any statutory comfort for banks as regards English public authorities does not 
extend to transactions with foreign public authorities, even with a contract governed by 
English law. It will depend on the law of their own jurisdiction as to whether these foreign 
public authorities have the capacity to contract. When swaps and derivative transactions 
which they have entered have turned sour, public authorities based outside Britain have 
used their lack of capacity in an attempt to defeat the actions of banks to enforce them.“ 

A further example relates to dealings with trustees. Banks may transact with trustees 
including trustees of a pension or investment fund, or themselves be trustees of funds or 
of a bond or securities issue. Because a trust is not a legal entity, a counterparty like a bank 
must transact with the trustees of a trust or, in the case of a corporate trustee, with that 
corporate trustee. The bank must satisfy itself that the trust instrument permits the trust- 
ees to enter into the transaction in question. This is because, for the trustees to be indem- 
nified out of trust assets—and thus, in turn, for the counterparty to have an effective claim 
against the assets by way of subrogation to the trustees’ indemnity—the trustees must have 
the power to incur the liability properly and enter it in the due administration of the trust. 
A bank must make inquiry about this." A separate problem arises where a trustee is acting 
in relation to a number of trusts, for example, as trustee of various investment funds. In 
each transaction it is necessary to identify on behalf of precisely which trust the trustee is 
acting, for its right of indemnity is confined to those assets alone. 


C. THE BANK’S MANDATE 


Civil lawyers have sometimes used the concept of mandate to categorize the relationship 
between customers and their bank.** English banking law has taken the concept but given 
it no precise meaning. Sometimes bankers use it as a general term applying to the contract 
with their customers governing particular banking services (e.g. the mandate for banking 
and investment services). We can put mandate in this first sense to one side. At other 
times mandate is used in a second, narrower sense, as the authority for a bank to act in 
a particular way, for example a mandate authorizing a third party to start drawing on an 
existing account. This may not constitute a contractual variation, at least until acted upon. 
Once a mandate is binding on a bank, however, it must act or be in breach of contract. 
Thus a mandate in this second sense leads to an order, rather than a request. If the bank 
acts outside any authority so conferred, this will not be binding on the customer and the 


£ See P. S. Davies and P. Rogerson, ‘Swaps in Another Dimension’ [2010] LMCLQ 529. 

“ Haugesund Kommune v, Depfa ACS Bank [2010] EWCA Civ 579; [2011] 3 All ER 655 (CA); Standard 
Chartered Bank v. Ceylon Petroleum Corp [2012] EWCA Civ 1049 (CA); Regione Piemonte v. Dexia Crediop 
SpA [2014] EWCA Civ 1298 (CA); Banco Santander Totta SA v. Companhia de Carris de Ferro de Lisboa 
SA [2016] EWHC 465 (Comm); [2016] 4 WLR 49; aff'd [2016] EWCA Civ 1267; [2017] 1 WLR 1323; Law 
Debenture Trust Corp Plc v. Ukraine [2017] EWHC 655 (Comm). 

15 R. Russell, ‘Impact of Recent Corporation Collapses on Negotiating and Drafting Syndicated Loans, 
in J. Norton, C.-J. Cheng, and I. Fletcher (eds.), International Banking Operations and Practices (Dordrecht, 
Martinus Nijhoff, 1994), 239-40. 

“6 B, Geva, The Payment Order of Antiquity and the Middle Ages (Oxford, Hart, 2011), 612-15. 

1? Lord Chorley, ‘Opening the Account, and Other Problems, Gilbart Lectures in Banking (London, 1955), 
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bank will be liable for any loss. If the customer withdraws the mandate, the bank must 
comply.” 

Where a mandate is given in this second sense, there is a duty on the customer to exer- 
cise care to make the mandate clear and unambiguous, so that the bank will not suffer loss 
(e.g. from fraud) while executing it with reasonable care and skill. ‘The banker, as a man- 
datory, has a right to insist on having his mandate in a form which does not leave room 
for misgivings as to what he is called upon to do.” If the mandate is ambiguous it has been 
said that the bank is not in default if it adopts a reasonable meaning.”’ This 1s now subject 
to the caveat that when the ambiguity is patent, the bank should have instructions clari- 
fied by the customer, before acting on them."! Saying that the customer is authorizing the 
bank to act in a particular way should not be taken to mean that the bank automatically 
then acts as agent. In acting with a customer's authority it may well be, and often is, doing 
so as principal. 

Mandate is sometimes used, thirdly, in a yet narrower sense, as the mechanism under 
the contract for the customer to have the bank act in a particular way, for example, to make 
payment, to release securities held by it as custodian, to transfer investments, and so on. 
This may be as simple as a contractual undertaking to act only on a customer's instruc- 
tions in a given form, although that sort of contract may be subsequently varied (e.g. so 
that oral rather than written instructions are binding). Signature has been a typical form 
of authentication but now there may be other avenues such as a PIN, an electronic notiti- 
cation, or a SWIFT message.** Banking practice will be important in this regard, but not 
determinative. Because of the possibility of fraud, certain forms of authentication ought 
not to be acceptable (e.g. scanned signatures). In general terms, the method of authenti- 
cation ought to be a commercially reasonable method of security against unauthorized 
orders.” 

In this third sense mandate is analytically distinct from authorization. In practice the 
consequences of disobeying a mandate in this third sense are often expressed as an issue 
of authority: not having authentication, the bank had no authority to act and is liable for 
the customer's loss. However, mandate in this third sense is more generally contractual in 
character, either as a term of the contract governing the particular service, or the method 
of performance contemplated by the contract. The bank acting without proper authenti- 
cation is breaching its contract. 

What a customer has authorized (mandate in the second sense) or what authentication 
is required (mandate in the third sense) may be a matter of interpretation of the contract. 
Thus a bank’s agreement in relation to a joint account to honour only those instructions 
signed by both account holders carries with it a duty not to honour instructions which 
are not signed in that manner—a duty incidentally owed to the account holders sever- 
ally.’ Say that the written contract with the bank says that particular services (e.g. release 
of securities in custody) will be performed ‘on the customer's written instructions only. 
This type of clause should be read as obliging the bank to act only when it has received 


* American Express Services Europe Ltd. v. Tuvyahu, CA, 12 July 2000. 

* London Joint Stock Bank Lid. v. Macmillan [1918] AC 777, 784, per Lord Haldane. 

£ Midland Bank Ltd. v. Seymour [1955] 2 Lloyd’s Rep. 147, 168, per Devlin J; Commercial Banking Co, of 
Sydney Ltd. v. Jalsard Pty. Ltd. [1973] AC 279 (PC, NSW). 

*! European Asian Bank AG v. Punjab & Sind Bank (No 2) [1983] 1 WLR 642, [1983] 2 All ER 508 (CA). 

° Morrell v. Workers Savings & Loan Bank [2007] UKPC 3; [2007] Bus LR D57 (PC, Jamaica). 

* See Regulation (EU) No 910/2014 on electronic identification and trust services for electronic transac- 
tions in the internal market; Electronic Communications Act 2000, s. 7. 

* cf, UNCITRAL Model Law on International Credit Transfers, Art. 5(2)(a). 

5 Catlin v. Cyprus Finance Corp. (London) Ltd. [1983] QB 759, 
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instructions in writing (rather than orally), and provided that they are suitably authen- 
ticated. Sometimes the mandate on its face appears clear, but in the light of background 
circumstances must be interpreted differently (e.g. the director/signatories have not been 
validly appointed by the company).°° 

Once the nature of the mandate is determined, the approach of the English courts is 
strict. The bank must do exactly what the customer requires of it. This is a general contrac- 
tual principle—whenever anyone undertakes to secure a particular end, failure to do so is 
a breach of contract. Almost achieving the goal, even exercising reasonable care and skill, 
is insufficient. Thus the bank straying, however slightly, and despite herculean efforts, will 
be in breach of mandate. 

So, too, if a bank acts on faulty authentication, however close it may be to the contrac- 
tual authentication, and although reasonable care and skill would not have detected the 
deviation. A common instance is the forged payment order which, however expertly done, 
does not entitle the bank to debit a customer’s account. However, banks are free to specify 
the authentication they will accept in their standard-form contracts. In retail electronic 
funds transfer systems, for instance, if all they require is the use of a card and a PIN, this 
exposes customers to a greater chance of loss when compared with the use of signatures 
on cheques, where banks bear heavy potential liability.” Customers suspecting that their 
mandate is being abused must notify the bank so it can take preventive action. Failure to 
do so may estop them from denying that it is proper and authentic. 

A strict approach to mandate protects customers. So, too, does the recognition in 
English law that there are some limits on a bank's entitlement to treat a mandate as abso- 
lute. Thus a bank receiving a valid instruction from a customer, properly authenticated, 
is generally bound to execute it. One exception is if the bank has a suspicion of money- 
laundering or terrorist financing, since legislation may oblige the bank not to act but to 
report the matter to the authorities. In these circumstances the court implies a term that 
the bank need not execute the mandate.“ (Authority to act can be sought from the relevant 
public authority, who should not refuse without good reason, or from the court.*’) 

Another exception is if the bank knows the mandate to be dishonestly given, if it shuts 
its eyes to the obvious fact of dishonesty or if it acts recklessly in failing to make such 
inquiries as an honest and reasonable bank would make, then it will be liable for the cus- 
tomer’s loss as a result of it so acting.” The test is whether a reasonable bank would sus- 
pect fraud. Partly this may be a matter of banking practice. Primarily, however, whether a 
bank is ‘put on inquiry’ is a matter of fact. Apart from the clear indicia of fraud, matters to 
be taken into account in determining the factual issue seem to include the bank’s course 
of dealing with the customer, the amount involved, the need (or otherwise) for prompt 
action, the status of any person purporting to act as the customer's representative, the rela- 
tive ease in making inquiries, and any unusual features. 


5 Sierra Leone Telecommunications Co. Ltd. v. Barclays Bank plc, [1998] 2 All ER 821. 

7 Seep. 375 later. 

58 See Shah v. HSBC Private Bank (UK) Ltd [2012] EWHC 1283 (QB); [2013] 1 All ER (Comm) 72; N v $ 
[2015] EWHC 3248 (Comm). 

5 R(UMBS Online Ltd) v. Serious Organised Crime Agency [2007] EWCA Civ 406; [2007] Bus LR 1317 (CA), 

® Barclays Bank plc v. Quincecare Ltd [1988] FLR 166, [1992] 4 All ER 363; Verjee v. CIBC Bank and Trust 
Co. (Channel Islands) Ltd. [2001] Lloyd’s LR Banking 279. 
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D. CONTRACT TERMS 


(i) Interpretation of bank contracts 


A contextual approach to interpreting a commercial contract is now the conventional wis- 
dom in England and Wales: the aim is to give it the meaning which it would convey to a 
reasonable person having the background knowledge available to the parties at the time 
the contract was made.*! Sometimes this is expressed in terms of ascertaining the com- 
mon intention of the parties, the common intention being a legal construct.* Material 
may be admitted for the purposes of the interpretive exercise if it constitutes the matrix 
or the surrounding circumstances forming the basis of the transaction. Generally speak- 
ing extrinsic evidence will not be received in order to contradict a plain meaning, but the 
terms of financial contracts have a context and it is necessary to have regard to that and 
also to the reality that in complex commercial documents there are bound to be infelici- 
ties, ambiguities, and inconsistencies.” A principle which the English commercial courts 
adopt in construing contracts is to attempt to reach a conclusion which accords with the 
commercial realities and the commercial context. 


(ii) Express terms: general 


English law has a strong ethos of freedom of contract where commercial parties are 
involved and as far as possible the courts give effect to the express contractual terms they 
have agreed. The case for party autonomy is said to be particularly strong in cases of com- 
plex financial instruments.® The courts assume that commercial parties can look after 
their own interests in negotiating a financial deal. They are free to agree the terms they 
wish and the courts respect the choices made. They will generally give effect to the plain 
words of a contract and be reluctant to read express terms with any assumptions as to what 
they were intended to achieve. 

A fundamental principle in English law is that once customers sign a contract they 
are generally bound to its terms, even if they have not read them.” The justification for 
this rule focuses on form, not substance. Signature of a document is a formal device, and 
means that parties can treat a contact as concluded. Another, ancillary, justification is that 
a party obtaining a signature relies on it as conclusive of the other party’s agreement. 

The signature rule is subject to a number of limited exceptions surrounding the circum- 
stances of how the signature was obtained: non est factum; fraud and misrepresentation; 


6l Investors Compensation Scheme Ltd. v. West Bromwich Building Society [1998] 1 WLR 896, [1998] 1 All 
ER 98 (HL); Chartbrook Ltd v. Persimmon Homes Ltd [2009] UKHL 38; [2009] 1 AC 1101 (HL); Rainy Sky SA 
v. Kookmin Bank [2011] UKSC 50; [2011] 1 WLR 2900; Arnold v. Britton [2015] UKSC 36; [2015] AC 1619, 
[17]-[19]; Wood v. Sureterm Direct Ltd [2017] UKSC 24; [2017] 2 WLR 1095. Critics call for a return to a more 
literal approach: e.g. R. Calnan, ‘Construction of Commercial Contracts: A Practitioner's Perspective, in A. 
Burrows and E. Peel (eds.), Contract Terms (Oxford, Oxford University Press, 2007). 

* Bank of Credit and Commerce International SA v. Ali [2001] UKHL8; [2002] 1 AC 251, [8] (HL). 

® Re Sigma Finance Corp (In Administration) [2009] UKSC 2; [2010] 1 All ER 571, [12], [35] (security trust 
deed for structured investment). 

* Examples include Grupo Hotelero Urvasco S A v. Carey Value Added S L [2013] EWHC 1039 (Comm); 
[2013] Bus. LR D45 [334]-[364] (meaning of material adverse change clause in loan agreement); Tidal Energy 
Limited v. Bank of Scotland ple |2014} EWCA Civ 1107, [2015] 2 All ER 15 [61]-[62] (CA) (operation of pay- 
ment system). See N. Andrews, ‘Interpretation of Contracts and “Commercial Common Sense” [2017] CLJ 36. 

Belmont Park Investments Pty Ltd v. BNY Corporate Trustee Services Ltd (Revenue and Customs 
Commissioners intervening) [2011] UKSC 38; [2012] 1 AC 383, [103]. 

6 See pp. 204-5 later. 
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undue influence and unconscionability; and that the document did not appear to be con- 
tractual. It may well be that there is also an exception where the signature was given in 
circumstances which did not signify the customer's assent to be bound. In some common 
law jurisdictions the signature rule has not always been applied. The Singapore Court of 
Appeal has suggested that in the light of the many allegations made against banks for mis- 
selling complex financial products, it may be desirable to reconsider whether they should 
be able to rely on terms which linguistically and financially illiterate customers have signed 
without truly understanding their potential legal effect. 

Absent signature, however, retail customers may be able to argue that the bank's written, 
standard terms have not become part of the contract.” The bank may not be able to establish 
that customers were given adequate notice of them. They may be inconsistent with a product 
description and the offer documentation, which it is clear is to be the basis of the agreement.” 
These are questions of fact and a court will give attention to all the circumstances of a case. 

The burden is heavy if unusual or onerous conditions are to become part of the contract. 
In one case Denning LJ said: ‘Some clauses which I have seen would need to be printed in 
red ink on the face of the document with a red hand pointing to it before the notice could 
be held to be sufficient.” 

That approach was applied in another leading English Court of Appeal decision, where 
nothing was done to draw the customer's attention to the relevant condition: it was merely 
one of four columns’ width of conditions printed across the foot of the delivery note. 
Consequently either it never became part of the contract between the parties or it was not 
binding if it did.” 

As far as their reasoning is concerned, such cases may involve a consideration of what 
is customary, or what the reasonable expectations of a party are, in order to determine 
whether a clause is unusual or onerous. For example, it could never be argued these days 
on behalf of customers that they would always expect a fixed or maximum rate of interest. 
Bank customers are used to floating interest rates. What, arguably, they do not expect is 
a change in the method of calculating interest rates which results in a rate being substan- 
tially greater than under the previous method of calculation. Were a variation clause to 
permit this, it should arguably be treated as unusual or onerous and needing the ‘red- 
hand’ treatment before being incorporated in the bank—customer contract. 


(iii) Express terms: contra proferentem, variation clauses, 
contractual estoppel, penalties 


The contra proferentem rule 


Express clauses incorporated in a contract may be construed against a bank if they are 
unclear. This is the contra proferentem rule, which has two aspects. First, it results in a 
clause being construed against its maker or the one for whose benefit the clause was 
inserted. The doctrine has been applied to particular types of clauses, such as those 
imposing bank charges: these must be clear as regards the obligation of a customer.” 


68 Als Memasa v. USB AG [2012] SGCA 43 (Singapore CA). S. A. Booysen, ‘Rethinking the Signature Rule’ 
[2013] LMCLQ 21. 
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7! Spurling (J) Ltd v. Bradshaw [1956] 1 WLR 461, 466. 
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With international financial documentation, however, the rule will have little, if any, 
traction.” 

Secondly, as regards exclusion clauses the rule means that if parties intend to cut down 
the remedies which the law provides for breach they must use clear words having that 
effect stating, for example, that the exclusion of liability extends to a bank’s oral, as well as 
written, misrepresentations; extends to the bank's failure to exercise reasonable care; and 
covers both direct and consequential losses.” 


Variation clauses 


Variation clauses regularly appear in banking contracts, where one party is entrusted 
with power unilaterally to vary the terms. These clauses may be void for uncertainty.” 
Moreover, there is authority that clear words are necessary if a contract is to entrust one 
party with that power.” The policy reason behind this is fairly obvious. As a matter of legal 
analysis, it may be treated as one of the various rules of construction—of which the contra 
proferentem rule is another—used by courts to discover the meaning of a contract. 

There is authority that a contractual discretion to vary interest rates during the term 
of a contract is subject to an implied term that it is not to be exercised improperly, capri- 
ciously, or arbitrarily, or in a way which no reasonable lender, acting reasonably, would 
act.® Similarly, it was said in an English Court of Appeal decision that although the bank 
had a wide contractual discretion to liquidate (or retain) a portfolio of investments in the 
event of the customer's default, subject to a valuation obligation, it was under a duty to 
exercise the power in good faith, non-arbitrarily, and for a proper purpose.” There is an 
argument that such decisions boil down to the courts requiring the exercise of this type of 
contractual discretion in good faith.” 


Contractual estoppel 


Relatively recently the English courts have enunciated a doctrine of contractual estoppel 
in a series of international financial disputes. Under it a contract can set out a basis of con- 
tracting, which can well fly in the face of the facts, but which the parties are estopped from 
denying. Examples of what have become known as ‘basis clauses’ are provided by entire 
agreement and non-reliance clauses, which typically provide that the written contract sets 
out the entire agreement between the parties and that the customer has not relied on any 
representations and has made its own assessment of the risks.*' These clauses are said not 
to be exemptions from liability but rather to state a factual basis for it. That factual basis 
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(Comm) 349; [2003] 2 Lloyd’s Rep 61 (HL); Taberna Europe CDO II ple v. Selskabet AF1 (formerly Roskilde 
Bank A/S) [2016] EWCA Civ 1262; [2017] 2 WLR 803(CA). 
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could well be untrue. At one time it was thought that such clauses had to be treated as rep- 
resentations of, for instance, non-reliance. Therefore at most they could give rise to an evi- 
dential estoppel, so that the bank invoking the clause had to prove that it had been induced 
by the other party’s acknowledgment of the relevant representation and had relied on it.” 

Now it is established that if commercial parties agree the basis of their contracting nei- 
ther can subsequently deny the existence of what are expressed to be the facts and matters 
upon which they have agreed.“ A clear acknowledgment by the parties that they have not 
been induced to enter a contract by any representations other than those contained in the 
contract itself will mean that they give up the right to assert that they did so as a result of a 
misrepresentation. Such contractual provisions are also regarded as providing an eviden- 
tial basis tor negating the coming into existence of a duty of care and as a result fall outside 
the provisions of the Unfair Contract Terms Act 1977 which, as we see shortly, applies to 
commercial contracts. All this is controversial. 

There is a certain resonance with the English approach in New York law. Sophisticated, 
arm's length parties dealing on financial markets are able to write their own contracts 
and may protect themselves from actions in misrepresentation. Failure to do so means, 
as a matter of law, that they will not be able to exclude justifiable reliance on the part of 
counterparties, an aspect of the doctrine of fraud in New York law.“ If they do write in 
suitable clauses—for example, that neither party has relied on representations by the other 
side—something akin to the English notion of contractual estoppel applies.* 


Penalty clauses 


English courts treat penalty clauses as unenforceable. These are clauses where the amount 
payable under them on breach of contract is out of all proportion to the legitimate com- 
mercial interests of the innocent party." The rule also applies to clauses providing for the 
withholding of payments and the transfer of property on breach of contract. The rule 
does not apply outside breach of contract such as where the payment of a fee is triggered 
under an upside fee agreement between a bank and a borrower.’ The presumption is that 
commercial parties are best placed to set the consequences of a breach of contract and 
the fact that a provision requiring payment on breach does not provide for a pre-estimate 
of loss, or that it is deterrent in character, does not necessarily mean that it is penal and 
unenforceable. 


® eg. Thomas Witter Ltd. v. TBP Industries Ltd. [1996] 2 All ER 575. 
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(iv) Implied terms 

Despite a written contract having been agreed, the parties may argue that there are add- 
itional terms which should be implied. The English courts have generally been loath to do 
this. Despite wobbles in the jurisprudence, the UK Supreme Court has reaffirmed that a 
term will only be implied in a detailed commercial contract if it is necessary to give busi- 
ness efficacy to the contract, or it is so obvious that it went without saying, so that reason- 
able people, in the position of the parties at the time of contracting, would have agreed.** 
With standard form documentation such as ISDA agreements, drawn up by financial trade 
associations, the bar for meeting these tests is set very high.” 

The leading decision in banking has long been Tai Hing Cotton Mill Ltd. v. Liu Chong 
Hing Bank Ltd.” There the banks argued that the account relationship gave rise to a con- 
tractual or tortious duty on the part of the customer to exercise reasonable internal con- 
trols to prevent forged cheques being presented to the bank, or at least to check its periodic 
bank statements to uncover unauthorized items. The Privy Council held that the customer 
had no such duties. To have held otherwise would have been inconsistent with principle. 

In Tai Hing, previous decisions were against the implied duties suggested—that cus- 
tomers take precautions or check bank statements. Precedent quite specifically limits the 
implied duties of customers to exercising reasonable care in executing written orders, such 
as cheques, so as not to mislead the bank or to facilitate forgery,” and to notifying the 
bank of forgeries of which they actually (not constructively) know.” (Under the Payment 
Services Directive 2007/64/EC customers have to notify the bank if they become aware 
of the loss, theft, or unauthorized use of a payment instrument.”*) Moreover, the implied 
terms suggested by the banks in Tai Hing were not a necessary incident of the bank- 
customer relationship, nor did they have any basis in banking practice. 

If the banks wanted protection, said the Privy Council in Tai Hing, they could have 
specified it in written contracts with the customer, or have the legislature change the law. 
Besides, it noted, the existing law spreads losses which, for an individual customer, could 
be very serious. It was also argued that the customer had duties in tort to take precau- 
tions or to check its bank statements. [here is no reason why, on ordinary principles, 
tortious and contractual duties should not co-exist. The Privy Council held, however, that 
tort could not assist the banks by imposing duties on the customer not arising out of the 
contract. 

Tai Hing involved a recurrent theme in commercial law decisions—which of two rela- 
tively innocent parties should suffer from the fault of the third? It might be thought on 
the facts that the customer was more to blame for the loss than the bank in not exercising 
adequate control over its fraudulent employee. But to have held the customer liable the 
Privy Council would have had to distort significantly the general law of contract and tort 
in order to place liability on it. In any event, a bank could always place the liability on cus- 
tomers through express terms, subject to the common law rules and the unfair contract 
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terms legislation. That has been done in some jurisdictions with ‘conclusive evidence 
clauses inserted by banks into standard terms and conditions. Otherwise, if there is a case 
for sharing the loss between the two innocent parties in such cases, it must be introduced 
through legislative, not judicial, change. 

In response to the Tai Hing decision, a UK government-appointed committee on bank- 
ing services recommended that there should be a statutory provision whereby, in an action 
against a bank in debt or for damages arising from payment in breach of contract, the bank 
would be able to raise contributory negligence as a defence if it were sufficiently serious and 
inequitable for the bank to be liable for the whole amount.” Nothing has been done to give 
effect to this recommendation, perhaps not surprisingly when, with private customers at any 
rate, it would have put the banks so firmly in the driving seat. The committee rejected the 
approach elsewhere in Europe of general business conditions for banks, on the rather tenuous 
grounds that this would mean inflexibility. Now banks in Britain issue standard terms and 
conditions individually for their different banking services. 

In Tai Hing the judicial refusal to imply terms benefited the customer. And only exception- 
ally will an English court bind a customer to standard banking practice to its disadvantage.” 
Generally the courts retuse to add to those few duties traditionally imposed on bank custom- 
ers in relation to an account. That existing implied terms in this context are favourable to cus- 
tomers has been explained by the fact that they evolved at a time when bank customers were 
principally traders and the professional middle class.”° In other contexts, however, the refusal 
to imply terms may be to the benefit of the bank. Examples are dealt with in Chapter 10, 
where customers have attempted to impose liability on banks through the doctrine of implied 
terms.” As ever, merits can trump principle: it is arguable that there is an implied term that a 
bank will not manipulate the London Interbank Offered Rate (LIBOR) where a swap agree- 
ment entered with a customer is indexed to that rate.” 


(v) Side letters, commitment letters, etc. 


Elsewhere we examine the issue of representations or an oral deal between parties being 
inconsistent with the written agreement.” Here we note the issue of multiple documenta- 
tion. Thus side letters are a not infrequent feature of commercial agreements and no less 
so with banks. Whether a side letter is binding will be determined on ordinary contractual 
principles. At one end of the spectrum it may be contractual in effect and even a variation 
of the main agreement; at the other there may be no intention to create legal relations or, 
at most, there may be an agreement to agree, which is unenforceable in English law.'® 
The terms of a side agreement might have legal force because they give meaning to or fall 
within a definition or concept in the main agreement.'®' Similarly, there may be a commit- 
ment letter. Their contractual status is dealt with in Chapter 14 later.’ 
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% e.g. Turner v. Royal Bank of Scotland pic [1999] 2 All ER (Comm) 664, [1999] Lloyd’s Rep Bank 231 (CA); 
Emerald Meats (London) Ltd. v. AIB Group (UK) plc [2002] EWCA Civ. 460 (CA). 

% G, Borrie, ‘Estate Agents and Bankers—Regulation or Self-regulation?’ [1990] CLP 15, 28-9. 

9 e.g. Irish Bank Resolution Corp Ltd (In Special Liquidation) v. Camden Market Holdings Corp [2017] 
EWCA Civ 7 (CA). 

°8 Deutsche Bank AG v. United Global Ltd [2013] EWCA Civ 1372 (CA). ® See pp. 239, 304 later. 

1 Barbudev v. Eurocom Cable Management Bulgaria Eood [2012] EWCA Civ 548; [2012] 2 All ER (Comm) 
963 (CA); Novus Aviation Ltd v. Alubaf Arab International Bank BSC {2016] EWHC 1575 (Comm). Cf. A. Mills 
and R. Loveridge, ‘The Uncertain Future of Walford v Miles’ [201 1] LMCLQ 528. 

101 Re Lehman Brothers International (Europe) (In Administration) [2013] EWCA Civ 188; [2014] 2 BCLC 
451 (CA) (side letter agreement to be taken into account regarding definition in 2002 ISDA Master Agreement). 


102 See pp. 418-21 later. 
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III. REGULATING BANKING CONTRACTS 


Once a bank offers services to the public, the relationship of bank and customer is poten- 
tially subject to regulation. The state may act as a surrogate for customers and compels 
banks to meet standards said to be in the customer interest. The bank-customer relation- 
ship in the United States has been regulated for some time." Initiatives in the European 
Union have led to greater regulation of the contracts banks have with consumers." That 
has had implications in England, where until recent times the banking contract was only 
lightly regulated. 

Regulation varies first with the type of customer: thus consumer customers are pro- 
tected by general legislation as with unfair contract terms and unfair trading," as well as 
with specific legislation regarding bank accounts, payment, and consumer credit. The pro- 
tection for more sophisticated customers is less, although they may be benefited by gen- 
eral measures such as the ‘treating customers fairly’ policy of the UK Financial Conduct 
Authority. Secondly, the subject matter is also relevant. Discrimination on grounds such 
as age, race, sex, and sexual orientation is prohibited in banking as with other services. 
Securities dealings are quite heavily regulated in the interest of investor protection, as 
we see in Chapter 15. A third variable is the regulatory ‘style’ of a jurisdiction. In the 
United Kingdom a non-curial approach is sometimes favoured so that matters which in 
other places like the United States would be dealt with by regulation and the courts in 
Britain may be resolved by the operation of other bodies such as the Financial Services 
Ombudsman. 

From the range of relevant provisions, this section selects for discussion the gen- 
eral statutory controls on unfair contract terms as they relate to banking services. The 
approach is illustrative, rather than exhaustive. The focus of regulation is mainly to pro- 
tect consumers. 


A. EU DIRECTIVE ON UNFAIR TERMS 
IN CONSUMER CONTRACTS 


As its Recitals make clear the aim of the Unfair Terms in Consumer Contracts Directive 
93/13/EEC is both to further the single market and to protect consumers. As implemented 
in the different Member States the Directive has been moulded to varying extents with ref- 
erence to national legal traditions.'"° Originally introduced into UK law by regulations,!” 
Directive 93/13/EEC is now given force by the Consumer Rights Act 2015. The Directive 
adds a layer of regulation to consumer banking contracts, while leaving the existing law in 


103 See R. Carnell, J. Macey, and G. Miller, The Law of Banking and Financial Institutions (4th edn., Aspen, 
Austin, 2009). For a recent case on usury laws; Madden v. Midland Funding LLC, 786 F. 2d 245 (2nd Cir., 2015), 
cert denied 136 S Ct 2505 (2015). 

10 See European Parliament, Directorate General for Internal Policies, Consumer Protection Aspects of 
Financial Services, IP/A/IMCO/ST/2013-07, February 2014. 

103 See Unfair Commercial Practices Directive 2005/29/EC, implemented in UK by Consumer Protection 
from Unfair Trading Regulations 2008, SI 2008 No. 1277. See Case C-229/04, Crailsheimer Volksbank 
v. Conrads [2005] ECR 1-9273 (ECJ) (doorstep selling). 

106 P, Nebbia, Unfair Contract Terms in European Law (Oxford, Hart, 2007), 165. See also H. Collins (ed.) 
Standard Terms in Europe (Alphen aan den Rijn, Kluwer Law International, 2008); Law Commission, Ofar 
Terms in Consumer Contracts: A New Approach (London, 2012), Ch. 7. 

107 Unfair Terms in Consumer Contracts Regulations, 1999 SI No 2083, replacing earlier regulations: 1994 
SI No 3159. 
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place. The Directive extends well beyond exclusion clauses: indeed it specifically mentions 
clauses which occur in a financing context—set-off clauses, forfeiture clauses, and clauses 
which arguably infringe the rule against penalties. 

The key provision in Article 6.1 is a requirement of fairness: Member States must lay 
down that unfair terms used in a contract concluded with a consumer by a supplier (in 
our case, a bank) shall not be binding on the consumer. Thus section 62(1) and (2) of the 
Consumer Rights Act 2015 provide that an unfair term of a consumer contract, or an 
unfair consumer notice, is not binding on the consumer. 

There is also the important provision in the Directive that the written terms on which 
(in our case) a banking service is provided must be in plain, intelligible language.'”” Note 
that plain, intelligible language does not necessarily go as far as plain English. If there is 
any doubt as to the meaning of a term, the interpretation most favourable to the consumer 
prevails. The Court of Justice of the European Union has held that the test is whether the 
average consumer would understand the meaning of the term and its implications.!"" 


(i) Consumer contracts 


The Directive applies to any term in a contract concluded between a supplier and a con- 
sumer. (The Consumer Rights Act 2015 goes beyond the minimum requirements of the 
Directive in that it applies to a bank’s notices directed at consumers, whether or not incor- 
porated in a consumer contract.) The meaning of supplier is examined shortly. ‘Consumer’ 
is defined as a natural person who is acting for purposes which are outside his or her busi- 
ness, trade, or profession.'' The sophisticated individual can still be a consumer.'!” 

The point arises of the individual contracting partly for business, partly for other pur- 
poses. In the banking context there are obvious examples—the small trader with just one 
current account for his business and personal matters; the professional borrowing for 
home renovations which are to include a new study so that she need not travel every day 
to work; and a spouse, who happens to be a shareholder in her husband's business, giving 
the bank security over her share in the domestic home for that business. It seems that this 
type of person is excluded from the Directive's protective ambit." 


(ii) Standard terms 


The Directive's test of fairness strikes only at standard terms, i.e. those not individually 
negotiated. By contrast the Consumer Rights Act 2015 applies to all consumer contract 
terms, whether or not individually negotiated. Where a specific term or certain aspects of 
it have been individually negotiated, the Directive applies to the rest of the contract if an 
overall assessment of it indicates that it is a pre-formulated standard contract.''* Under the 
Directive the onus of establishing that a term was individually negotiated is on the bank.'” 

The distinction between standard and individually negotiated terms derives from 
German law; the Standard Contract Terms Act 1976 provides that there are no standard 
contract terms where the conditions of the contract have been negotiated in detail. The 
approach differs from the Unfair Contract Terms Act 1977, where section 3 applies if a 
party deals on the other party’s written standard terms of business. A term is always to be 
regarded as not having been individually negotiated when it has been drafted in advance. 


108 Annex, paras. 1(b), (d), and (e). 

1 Art. 5. S. 68(2) of the Consumer Rights Act 2015 adds a requirement of legibility. 

10 Case C-26/13, Kásler v. OTP Jelzdlogbank Zrt [2014] WLR (D) 180. 

1 Art, 2(b). See Consumer Rights Act 2015, s. 2(3), with slightly different wording. 

12 Case C-110/14, Costea v. SC Volksbank Romania [2016] 1 WLR 814. 

13 Case C-464/01, Gruber v. BayWa AG [2006] QB 204. u4 Art. 3(2). SPATS (2): 
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In the Directive, a term is always regarded as not being individually negotiated when 
it has been drafted in advance ‘and the consumer has not been able to influence the sub- 
stance of the term:''® Clauses from precedents, manuals, or even one previous agreement 
would on this approach be drafted in advance. If a consumer negotiates hard over such 
a term, but at the end of the day has to accept a pre-formulated term, arguably it is not 
an individually negotiated term and can be attacked as unfair. Similarly, if a consumer is 
given a choice of a number of pre-formulated terms, say in relation to different methods 
of repaying a mortgage (repayment, endowment, etc.), those terms are not individually 
negotiated. But if there are gaps in a pre-formulated term, which are filled in after negoti- 
ation, then the term should be an individually negotiated term. 


(iii) Exclusion of core provisions 


A significant limit on the reach of the Directive is that the core provisions of a contract 
cannot be questioned. The unfairness test applies ‘neither to the definition of the main sub- 
ject matter of the contract nor to the adequacy of the price and remuneration, on the one 
hand, as against the services or goods supplies in exchange, on the other.'" In other words, 
it is only the subsidiary terms of a contract which can be attacked as unfair. Nonetheless, 
in assessing the fairness of a particular contract term, the courts may refer to all the other 
terms of the contract, including core terms.'® 

This limitation on the scope of the Directive is supposedly so that consumers cannot 
reopen a bad bargain. Any control of the essence of the business~consumer relationship, 
it is said, would be in breach of the fundamental tenets of the free market and consumers 
would no longer shop around for the best banking terms. 

The first point is purely rhetorical, since the fundamental tenets of the free market are 
constantly adulterated. The argument about moral hazard that consumers would be less 
careful if the substance of the contract were reviewable, even if only at the margin, would 
seem counterbalanced by other considerations. The result is that the title of the Directive 
is a misnomer. At most these core terms may fall foul of the requirement that all terms in 
a consumer contract be clear,'' or of provisions in the general Jaw such as those against 
unfair credit bargains. 

Inevitably there will be quibbles about what is encompassed by the main subject matter 
of the contract. It should not be possible for a bank to inflate the main subject matter of a 
contract by the description of the facility. The ‘adequacy of the price or remuneration’ —the 
words of the Directive—is referred to as the ‘quality/price ratio’ in the Recitals. The terms, 
‘price’ and ‘remuneration, arguably differ between themselves. 

There seems little doubt that the interest rate in a loan agreement is a core provision, a 
conclusion strengthened by the specific exemption built into the list of potentially unfair 
terms relating to variable interest rates, but not a term providing for default interest to be 
paid until the borrower repays. That is an ancillary provision—it relates to the exceptional 
case of default—and not one concerned with the adequacy of the bank’s remuneration as 
against the services provided.'” 


6 Art. 3(2). u7 Art. 4(2), adopted in the UK by Consumer Rights Act 2015. s. 64(1). 

ns" Art. 4(1). 

n? Art. 4(2). Under the Consumer Rights Act 2015, the main subject matter and price are exempt from 
assessment of fairness only if transparent (in plain and intelligible language and legible if in writing) and 
prominent (brought to the consumer's attention in such a way that the average consumer would be aware of 
it): s. 64(1)-(2). 

20 Director General of Fair Trading v. First National Bank plc [2001] UKHL 52, [2002] 1 AC 481 (HL). 
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The United Kingdom Supreme Court has held that when customers exceed the over- 
draft limit on their account (which may be nil), without having an arrangement in place 
with their bank, the charges the bank imposes for meeting a payment order relate to price 
and thus are not subject to fairness review.'2! This seems inconsistent with the approach of 
the Court of Justice of the European Union, which is that the prohibition on determining 
the unfairness of terms relating to the main subject matter of the contract must be inter- 


preted strictly and may be applied only to terms laying down the essential obligations of 
the contract.!” 


(iv) Mandatory, statutory, or regulatory provisions/international conventions 


Excluded from the scope of the Directive is a term incorporated in a consumer contract in 
order to comply with or which reflects (i) mandatory statutory or regulatory provisions; or 
(ii) the provisions or principles of international conventions to which the Member States 
or the European Union are party.’ 

‘Statutory provisions’ are straightforward and in the UK would include terms inserted 
in consumer credit agreements in line with the Consumer Credit Acts 1974 and 2006 and 
the attendant regulations." ‘Regulatory provisions’ are also fairly readily identifiable and 
would include terms inserted in an agreement as required by the rules of the Financial 
Conduct Authority. In both cases the justification, set out in the Recitals to the Directive 
for excluding such terms from the test for unfairness is that the legislator or regulator in 
performing its public functions will presumably take the consumer interest into account 
in formulating such terms. 

What of self-regulation: does it reflect regulatory provisions? If there were a substan- 
tial input into that code by, or if a public body such as the Financial Conduct Authority 
had a veto power over its contents, the question may have some force. Even then it might 
be said that the substantial public input or veto would have to have consumer-protection 
purposes behind it. In other words, it would not be enough for the regulatory body to have 
primarily in mind prudential or competition reasons. 

The exclusion of provisions demanded by or reflecting international conventions has a 
narrow ambit. All Member States would seem to have to be party, or the European Union 
itself has to be a party. Were the United Kingdom to be an adherent of an international 
convention, however, implementing legislation would most likely have been passed to 
regulate the position. 


(v) Banking and financial services 


As indicated, the Directive applies to any term in a contract concluded between a supplier 
and a consumer. A supplier is defined as a person who acts for purposes related to his or 
her business, trade, or profession. The definition does not require that the service be 
provided to the consumer. Thus a guarantee is covered, albeit that the bank is providing 
the service (i.e. finance) not to the consumer guarantor, but to the borrower, and that the 
borrower is not a consumer. Where a consumer borrower is providing the security, it is 


121 Director General of Fair Trading v. Abbey National Bank plc [2009] UKHL 6, [2010] 1 AC 696 (HL). See 
S. Whittaker, ‘Unfair Contract Terms, Unfair Prices and Bank Charges’ (2011) 74 MLR 106; C. Willett, ‘General 
Clauses and the Competing Ethics of European Consumer Law in the UK’ [2012] CLJ 412. Cf. A. Arora, 
‘Unfair Contract Terms and Unauthorized Bank Charges’ [2012] JBL 44. 

122 Case C-26/13, Kásler v. OTP Jelzdlogbank Zrt [2014] WLR (D) 180. 123 Art, 1(2). 

14 Cf. the Spanish law on repossession of property by bank mortgagees: Case C-280/13, Barclays Bank SA 
v. Sara Sánchez García and Alejandro Chacon Barrera, 30 April 2014. 
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arguable that the security forms part of a financing package—indeed there will be cross- 
referencing—so that it must be read together with the loan contract, and both together 
involve a service.’”° 

‘Services’ is not defined, but clearly banking and financial services are covered. Core 
banking—taking deposits and making loans—obviously involves the provision of services. 
Effecting a customer's payment orders is also a service. So, too, are financial advice, securi- 
ties dealing, fund management, and so on. The indicative (or grey) list of unfair terms in 
the Directives Annex refers to clauses which regularly feature in financing contracts. 

For example, jurisdiction clauses are covered by paragraph 1(q), since their object or 
effect could be to exclude or hinder the consumer's right to take legal action.'”” Paragraphs 
1(g) and (j) refer to terms which enable a supplier to terminate a contract of indetermin- 
ate duration without reasonable notice (except when there are serious grounds for doing 
so), and to alter the terms of the contract unilaterally without a valid reason which is 
specified in the contract. Paragraph (l) refers to a term which allows a supplier of services 
to increase its price without giving the consumer the corresponding right to cancel the 
contract if the final price is too high in relation to the price agreed when the contract was 
concluded. 

Paragraph 2 of the Annex goes on to state expressly that the indicative clauses in para- 
graphs 1(g) and (j) are without hindrance to suppliers of financial services, which termin- 
ate a contract of indeterminate duration unilaterally, or which reserve the right to vary 
the interest rate or other charges, provided in both cases the consumer is required to be 
quickly notified and, in the case of unilateral alteration, the consumer is also free to dis- 
solve the contract. There must be a valid reason for the termination or variation. 

On demand termination is a feature of some bank financings. It would seem to be a 
core provision and not subject to attack, unless in unintelligible language. However, this 
is subject to notifying the customer, and arguably this requires individual notification, not 
general advertising. Acceleration clauses, default interest clauses, and so on, are subject to 
assessment.” 

Variation clauses in banking contracts have already been mentioned: often general 
clauses empower the bank to vary the contract at will, and there may be specific clauses, 
such as those in guarantees, enabling a bank to increase the borrowings without informing 
the guarantor. The effect of paragraph 2 seems to be that there are no problems for a bank 
in varying interest rates. Varying other charges must be for a valid reason. 

In addition paragraph 2 of the Annex states that paragraph 1(g), (j), and (1) do not apply 
to transactions in transferable securities, financial instruments, and other products or ser- 
vices where the price is linked to fluctuations in a stock exchange quotation or index, or 
a financial market rate that the seller or supplier does not control. Clearly this paragraph 
would cover the sale or purchase of securities on an exchange where the bank is to sell or 
buy at the market price. In an objective sense an undertaking to sell or buy at the best price 
is also at a financial market rate ‘which the supplier does not control, although whether 
the best price is obtained turns, in fact, on the care and skill of the bank. Likewise, the 
paragraph would fit easily with perpetual securities, which usually are redeemable at will 
(paragraph 1(g)), and pay a floating interest rate (the words of description in paragraph 
2(c)). The terms of their redemption would thus fall outside the Directive. 


“See J. Devenney and M. Kenny, ‘Unfair Terms, Surety Transaction and European Harmonization’ [2009] 
Conv. 295. 


7 Cases C-240/98 to C-244/98, Oceano Grupo Editorial SA v. Quintero Cases [2001] ECR 1-4941. 


Case C-415/11, Aziz v. Caixa d'Estalvis de Catalunya, Tarragona i Manresa (Catalunyacaixa) [2013] 3 
CMLR 5. 


CHAPTER 7 THE BANK-CUSTOMER RELATIONSHIP | 213 


Paragraph 2(c) also says that the indicative terms in paragraph 1(g), (j), and (1) do not 
apply to ‘[a] contract for the purchase or sale of foreign currency, travellers’ cheques and 
international money orders denominated in foreign currency’ It will be a sophisticated 
consumer, and an esoteric financial product, for paragraph 1(g) to apply. One can see 
more readily how indicative terms 1(j) and 1(1) apply, since the supplier will retain the 
right to vary, say, the time or price at which an exchange occurs. 


(vi) Unfair terms 


Testing terms in consumer contracts for their unfairness under the Directive is not con- 
ceptually difficult, albeit that the definition of unfairness invokes the notion of good faith 
which, familiar to lawyers from civil law systems and the United States, does not have 
an everyday ring to English ears. To be unfair under the Directive a term must, contrary 
to the requirement of good faith, cause a significant imbalance in the parties’ rights and 
obligations arising under the contract, to the detriment of the consumer.!” Determining 
whether a term is unfair demands an inquiry taking into account ‘context —the nature 
of the banking or financial service and referring to the circumstances attending the 
conclusion of the contract, other contractual terms, and other contracts on which it is 
dependent.” 
As to good faith, Lord Bingham said in the leading case in the UK: 


The requirement of good faith in this context is one of fair and open dealing. Openness 
requires that the terms should be expressed fully, clearly and legibly, containing no con- 
cealed pitfalls or traps. Appropriate prominence should be given to terms which might 
operate disadvantageously to the customer. Fair dealing requires that a supplier should not, 
whether deliberately or unconsciously, take advantage of the consumer's necessity, indi- 
gence, lack of experience, unfamiliarity with the subject matter of the contract, weak bar- 
gaining position or any other factor listed in or analogous to those listed in the Annex 2. 
Good faith in this context is not an artificial or technical concept ...’”! 


In other words, good faith demands a dedication to the interests of consumers on the part 
of a bank in both the making and substance of the contract. In its procedural aspects the 
unfairness test demands transparency and possibly a choice for consumers.'”* It is clear 
from the terms in the grey list in the Annex that terms can also be substantively unfair. 
This is supported by the jurisprudence of the Court of Justice of the European Union.'*’ 
The lack of good faith must cause a significant imbalance in the parties’ rights and 
obligations under the contract, to the detriment of the consumer. Thus the fairly obvious 
imbalance between a bank and a consumer customer is not the immediate focus of inquiry, 
although it may be the reason for the imbalance in rights and obligations. The natural 
imbalance between bank and consumer need not necessarily lead to an imbalance in con- 
tractual rights and obligations; for any particular contract this will be a matter of inquiry. 
In assessing, say, a default clause in a loan agreement the dimensions of the bank's rights 
must be assessed in terms of the clause itself (is it unambiguously expressed; is it simply 
default in payment or in other serious matters; is there a grace period, e.g. 30 days, and a 


29 Art, 3(1). See s. 62(4) of Consumer Rights Act 2015. TAr A: 

131 Director General of Fair Trading v. First National Bank plc [2001] UKHL 52, para. 17, [2001] AC 481, 494. 

132 S, Bright, ‘Unfairness and the Consumer Contract Regulations, in A. Burrows and E. Peel (eds.), Contract 
Terms (Oxford, Oxford University Press, 2007). 

133 Case C-237/02, Freiburger Kommunalbauten GmbH Baugesellschaft & Co. KG v. Hofstetter [2004] ECR 
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materiality test?) and other aspects of the facility (e.g. is the loan unsecured; is the interest 
rate a market rate or one which is grossly exorbitant?). 

One difficulty is the meaning to be attached to ‘significant’ in the description of the 
imbalance in rights and obligations. One connotation of the term is that the imbal- 
ance must be really serious or exceptional. This would accord more with the traditional 
approach of English law to upholding bargains but enabling hard cases to be upset in a 
consumer context outside the specific doctrines of unconscionability, undue influence, 
and duress. Another connotation of ‘significant’ is important; the term has been inserted 
in recognition that imbalances permeate consumer contracts, so that there is a need to 
filter out those which are trivial. Yet another is that the court must evaluate to what extent 
the term places the consumer in a worse position than would have been the situation 
under the relevant national law in the absence of that term.'” 

There is authority that in order to assess whether an imbalance arises contrary to the 
requirement of good faith, it is necessary to determine whether the supplier, dealing fairly 
and equitably with the consumer, could reasonably assume that the consumer would agree 
to the term concerned in individual contract negotiations. The focus seems to be on the 
legitimate interests of the supplier and whether the consumer would reasonable agree to 
them.!” There is scope for a different approach. 


B. UNFAIR CREDIT BARGAINS 


We move from unfair terms to unfairness in credit relationships. In the European Union 
the Consumer Credit Directive 2008/48/EC contains a variety of provisions regarding 
the regulation of credit providers, the information to be provided to consumers entering 
credit agreements and the rights of consumers to opt out of such agreements. In the UK 
the Consumer Credit Act 2006 introduced a fairness provision governing credit bargains. 
It replaces the previous extortionate credit bargain provisions of the Consumer Credit Act 
1974, The test there was that payments be grossly exorbitant or that the ordinary principles 
of fair dealing be otherwise grossiy contravened.'*° Unlike the original 1974 Act regime, 
the new provisions are not confined to consumers (although that party must be a natural 
person) nor is there a monetary limit on the amount of credit where the control operates. 

Importantly, section 140A of the Consumer Credit Act 1974 enables the court to make 
a variety of orders if it determines that the relationship arising out of the agreement (or 
the agreement taken with any related agreement) is unfair to the debtor because of any of 
the terms; the way in which the creditor has exercised or enforced any of its rights; or any 
other thing done (or not done) by, or on behalf of, the creditor either before or after the 
making of the agreement or any related agreement. In deciding unfairness, the court has 
regard to all matters it thinks relevant including matters relating to the creditor and mat- 
ters relating to the debtor. The issue of fairness can be determined even if the agreement 
has been terminated. The section does not apply to credit agreements secured on land. If 
a debtor alleges a relationship is unfair, it is for the bank providing the credit to prove the 
contrary. A related agreement would include any previous agreement with the creditor 
which has been consolidated by the credit agreement or any linked agreement. 


™ Case C-415/11, Aziz v. Caixa d'Estalvis de Catalunya, Tarragona i Manresa (Catalunyacaixa) [2013] 3 
CMLR 5. 


03 Tbid.; ParkingEye Ltd v. Beavis (Consumers’ Association intervening) [2015] UKSC 67; [2016] AC 1172, 
{102}-[113]. 
1 C, Scott and J, Black, Cranston’s Consumers and the Law (London, Butterworths, 2000), 254-9. 
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Section 140B sets out the wide range of orders a court may make in relation to any 
determination that a relationship between a creditor and a debtor is unfair, This includes 
requiring the creditor to repay sums, to do (or cease doing) anything specified in relation 
to the agreement, reducing or discharging any sum payable, setting aside any duty on 
the debtor, altering the agreement or directing accounts to be taken. An order can only 
be made as a result of action by the debtor or a surety. However, Part 8 of the Enterprise 
Act 2002, as amended by Schedule 7 of the Consumer Right Act 2015, empowers certain 
bodies like the Financial Conduct Authority and the Consumers Association (Which?) to 
take action against creditors acting contrary to the collective interest of consumers with 
protection under the 2006 Act. 

The key issue is fairness.'* As with the application of unfairness in the Consumer Rights 
Act 2015, it is necessary to decide the issue in the circumstances of the individual case. 
An important difference is that the 2015 Act focuses on unfair terms; section 140A goes 
beyond that to subject to review for fairness the way a bank conducts itself on formation 
of the agreement and how it has enforced its rights under it. Thus under the Act the terms 
may be fair but the way they are invoked unfair, and vice versa. 

In Plevin v. Paragon Personal Finance Ltd'** the UK Supreme Court held that the rele- 
vant unfairness was to be found in the relationship between the creditor and debtor, and 
that even where the terms of the relevant agreement were not intrinsically unfair there 
might be unfairness because the relationship was so one-sided as substantially to limit the 
debtor's ability to choose. However, the court considered that just because features of the 
transaction operated harshly against the debtor did not necessarily make the relationship 
unfair, since they might be required to protect a legitimate interest of the creditor. Since 
the great majority of relationships between commercial lenders and private borrowers 
were characterized by an unequal balance of financial knowledge and expertise, the gen- 
erality of such relationships could not have been intended to be reopened for that reason 
alone.'*” 


C. UNFAIR CONTRACT TERMS ACT (UCTA) 


After amendments by the Consumer Rights Act 2015, the Unfair Contract Terms Act 1977 
(UCTA) is confined to business-to-business, i.e. commercial, contracts. That includes 
contracts for banking services.“ 


(i) Negligence 

The result of section 2(2) of UCTA is that a bank cannot, by reference to any contract term, 
or to a notice given to persons generally or to a particular person, exclude or restrict its 
liability for negligence, unless the term or notice satisfies the requirements of reasonable- 
ness. Negligence is defined to mean the breach of any obligation, arising from the express 
or implied terms of a contract, to take reasonable care or exercise reasonable skill in the 
performance of a contract, or of any common law duty to take reasonable care or exercise 
reasonable skill (e.g. as an agent).'” 


137 See Deutsche Bank (Suisse) SA v. Khan [2013] EWHC 482 (Comm), [344]-[355]. See also R. Goode 
(ed.), Consumer Credit Law and Practice (London, LexisNexis, looseleaf). 


138 [2014] UKSC 61; [2014] 1 WLR 4222. . 
1» See McMullon v. Secure the Bridge Ltd [2015] EWCA Civ 884 (CA); Barclays Bank ple v. McMillan [2015] 


EWHC 1596(Comm); Nelmes v. Nram Plc [2016] EWCA Civ 491 [2016] CTLC 106 (CA). 
140 §. 1(3)(a), UGTA: 141 S, 1(1), UCTA. 
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Throughout the book there are frequent references to the obligation of a bank to act 
with reasonable care and skill. Section 2(2) applies. However, a bank can in principle avoid 
liability by a disclaimer in a presentation to the effect that no representation is being made, 
and that no liability is accepted for any misstatements in it, and can limit by a suitable 
worded provision the scope of, or exclude altogether, what would otherwise amount to a 
representation upon which reliance might be placed—so long as the reasonableness test 
it met. 


(ii) Contractual performance 


Section 3 of the 1977 Act applies to contracts in which a person deals on another's written 
standard terms of business. Such contracts are not defined in the Act. If section 3 applies, 
a bank (in our case) cannot by reference to any contract term, except insofar as it satisfies 
the requirement of reasonableness, ‘claim to be entitled to ... render a contractual per- 
formance substantially different from that which was reasonably expected’ of it.'** The 
subsection can apply where there is no breach of contract at all, as with a clause enabling 
the bank to terminate a facility ‘on demand; or with a variation clause. 

As its wording indicates, the focus is on the reasonable expectations of the customer. 
It would seem that the presence of the clause is itself a factor to be taken into account in 
deciding what were the person's reasonable expectations. In other words, to continue with 
the examples of a termination or variation clause, if the customer actually knew that a 
bank had an unlimited power to terminate or to vary the contract, it might be difficult in 
practice to establish that its reasonable expectations were other than the mode of perform- 
ance set out in the written terms signed at the time the contract was first made. However, 
there is a plausible argument against this: in the absence of ‘red-hand’ treatment, or of 
evidence that particular customers knew of the existence of the clause, can it be said that, 
simply because they signed the terms, their reasonable expectations were other than that 
the bank would perform in accordance with the general terms of the contract, or of the 
accompanying material, unless they were seriously in default, or with perhaps some minor 
variation of the contract, for example in matters such as interest rates? 


(iii) General matters 


Section 13 of the Act extends the scope of these provisions beyond exclusion clauses 
proper to duty-defining clauses, i.e. those which purport to limit or exclude the relevant 
duty of care. Also caught in relation to sections 2(2) and 3 are attempts to subject liability 
in its enforcement to restrictive or onerous conditions; excluding, restricting, or preju- 
dicing rights or remedies; and using the rules of evidence or procedure to avoid liability. 
A clause in a banking contract excluding or restricting a right of set-off would thus be 
subject to the UCTA tests.“ 

The reasonableness test pervades the Act and applies in particular to the provisions 
already considered. It is determined at the time the contract is made so that the extent of 
any loss cannot of itself be taken into account. The term must have been a fair and rea- 
sonable one to include having regard to the circumstances which were, or ought reason- 
ably to have been, known to or in the contemplation of the parties at that time. In other 


"2 Taberna Europe CDO II plc v. Selskabet AF1 (formerly Roskilde Bank A/S) [2016] EWCA Civ 1262; [2017] 
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words, reasonableness is decided between these parties, not in the abstract. The onus is on 
the bank to establish that the test is satisfied." 

In decisions examining the reasonableness of contractual terms, the courts have had 
regard to a wide range of factors (including those set out in Schedule 2 to the Act). Thus 
the respective bargaining power of the parties, whether the terms were negotiated (not 
necessarily between the parties but between representatives, say, of the banks and of other 
interests), the degree of notification to the customer, and the length of the contract, have 
all been taken into account. Section 11(4) directs attention to resources and insurance as 
factors to be considered in the reasonableness of limitations on the amounts payable on 
liability for damages. 

As would be expected, the courts are reluctant to declare clauses in contracts involving 
commercial parties of equal bargaining strength to be unreasonable.” 


(iv) Exclusions 


Specific exclusions of UCTA’ application are set out in the legislation. Schedule 1 provides 
that sections 2 and 3 do not extend to a variety of contracts, including any contract so far 
as it relates to the creation or transter of securities or of any right or interest in securities. 
In a banking context this exclusion in UCTA covers certain contracts, such as one to carry 
out a customer's instructions to sell securities. Thus the customer claiming a breach of the 
bank's duty in a securities sale to provide best execution, to avoid conflicts of interest, and 
to account for all profits made, must look to financial services Jaw.™ Clauses excluding 
liability for advice in relation to securities would not be caught. Under section 26 of the 
Act, international supply contracts escape the reach of section 3, which can have implica- 
tions for banks engaged in equipment financing." 

Where commercial parties choose as the governing law of a banking contract a law 
other than that of England, UCTA does not apply.'*’ (But UCTA does apply where the gov- 
erning law clause has been imposed by one party to evade the operation of the Act). UCTA 
is also excluded from applying to contracts, when English law is the governing law of the 
contract by choice of the parties but the law of some other country would, in the absence 
of that choice, have been the proper law.'*! This is especially important in banking, since 
financing contracts having no connection with England will often have English law as the 
governing law: UCTA does not apply in such cases. 


D. CODES: STANDARDS OF LENDING PRACTICE 


In 1991 UK banks introduced a voluntary code of banking practice for dealing with per- 
sonal customers. The Banking Code was joined in March 2002 by The Business Banking 
Code for sole traders, partnerships, and limited companies with an annual turnover of 
under £1 million, as well as associations, charities, and clubs with an annual income under 
the same amount. There was a considerable incentive to introduce the Code in 1991, since 
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the government-appointed committee on banking services had recommended a statutory 
code should the banks fail to act or introduce an inadequate code.'” Similarly, the Business 
Banking Code was introduced at a time when the Competition Commission reported that 
a complex monopoly existed in the market of banking services to small and medium-sized 
companies, which meant they were being overcharged for banking services." The codes 
were drawn up by the Banking Code Standards Board, funded by the banks, but with 
a majority of independent directors. Although the codes were voluntary in nature the 
government established a review body in 2000 which made certain recommendations on 
content, but also for biennial reviews by an independent person and for closer monitoring 
of code compliance.’™ 

What is now the Financial Conduct Authority's Banking: Conduct of Business Sourcebook 
(BCOBS) has introduced regulation to areas previously covered in the banking codes. It 
applies to bank customers if they are a consumer, a micro-enterprise, or a charity which 
has an annual income of less than £1 million. (The rules on distance marketing only apply 
to consumers.) BCOBS contains rules and guidance on matters such as communications 
with banking customers and financial promotions, information to be provided to them, 
requirements on prompt, efficient, and fair service, moving bank accounts, and lost and 
dormant accounts. 

To fill a gap in the regulation of retail credit there is a self-regulatory Standards of 
Lending Practice, monitored and enforced by the Lending Standards Board which is spon- 
sored by the British Bankers’ Association and the UK Cards Association. It incorporates 
standards of good lending practice for overdrafts, unsecured loans, and credit cards being 
provided to personal consumers." Overall banks must act fairly with their customers. In 
relation to lending products banks must advertise and promote them in a way which is 
fair, clear, and not misleading, and provide information about them and changes in mat- 
ters such as interest rates. Money is to be lent responsibly, and banks must act quickly and 
sympathetically when things go wrong. Terms and conditions must be fair in substance. 

There is no need for a disquisition here on the advantages and disadvantages of self- 
regulation as a technique for channelling business behaviour.'* However, three general 
points are in order in relation to codes such as the Standards of Lending Practice. The first 
concerns the relationship of codes to the law. A code may not be accepted as evidence of 
trade usage, and thus a basis for implying terms in a bank-customer contract, but it may 
have a role in formulating legal principles or at least in indicating reasonable standard of 
conduct in a field.'*” Secondly, codes may contain provisions in advance of the law. Thirdly, 
attention needs to be given to customer input into the codes and their periodic revision. 
At present with the lending code this is done through the presence of independent direct- 
ors on the Lending Standards Board and consultation with consumer organizations. In 
the Netherlands, representatives of consumers negotiate directly with the banks over the 
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Dutch general banking conditions. In Germany, consumer groups have successfully chal- 
lenged the general banking conditions before the courts. 


E. FINANCIAL SERVICES OMBUDSMAN SERVICE 


The objective of an ombudsman is to establish a dispute-resolution mechanism which 
is accessible, speedy, and inexpensive. A number of countries now have an ombudsman 
specifically for banks. The Association of German Banks has itself established a banking 
ombudsman for private customers. In Britain the Financial Services Ombudsman Service 
has a statutory basis, encompassing eight previous private and public ombudsmen within 
the financial services sector.'** Complaints from individuals and small companies about 
the provision of banking services and products are included. Decisions are binding on 
banks, but not on complainants who can further pursue matters in court.!° 

The Ombudsman determines matters by reference to what is, in his or her opinion, 
fair and reasonable in all the circumstances. In doing so, the relevant law will take into 
account, along with the Financial Conduct Authority's rules, guidance and standards, the 
lending code, and good industry practice. But since the Ombudsman need only take into 
account these matters, he or she can go beyond a rule or relevant judicial decision to 
achieve what he or she regards as fair and reasonable in all the circumstances.'*' Thus the 
Ombudsman may award compensation for distress, inconvenience, and other non-finan- 
cial loss caused, even if this is not ordinarily available under the law of contract. From time 
to time the Ombudsman has published statements on what approach is considered fair 
and reasonable to resolving complaints on particular subjects.’ The Ombudsman has also 
published the number of complaints and the proportion resolved in favour of customers 
against named banks. 


IV. THE BANK AS DEPOSITORY— THE ACCOUNT 


The most basic service a bank can provide to members of the public is to act as a deposi- 
tory for their moneys. This is the essence of commercial banking; it has provided the legal 
definition for banking.'“*` The public generally holds its deposits with banks in the form of 
accounts, the subject matter of this final section of the chapter. 

These days banks hold the public’s moneys in other forms as well—in various collective 
investment schemes, funds, and other financial products. In many senses these are func- 
tionally equivalent to bank accounts, and may be economically more advantageous for 
customers. As a matter of law, however, they are quite distinct from bank accounts. They 
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are often regulated under financial services law. Banks also issue certificates of deposit 
(CDs). These are debt instruments usually of high value, payable to bearer, and sold in the 
wholesale markets. CDs are negotiable instruments as a matter of market practice, if they 
are not also promissory notes under the Bills of Exchange Act 1882. 

Until relatively recently the law governing bank accounts has been predominantly 
domestic in character. That changed since the European Union has addressed matters such 
as removing obstacles to customers opening accounts cross-border, as well as switching 
banks both at a domestic and cross-border level. As well as conferring on anyone residing 
legally in the EU the right to open a basic payment account in any Member State, Directive 
2014/92/EU requires that there be in each Member State at least one independent web- 
site comparing payment account fees charged by the different banks. It also demands 
that there be a ready method for consumers wanting to switch their account from one 
bank to another.'™ In the UK these standards have been introduced into law by detailed 
regulations.'® 

The EU has also suggested measures to facilitate creditors seeking to enforce claims 
cross-border in Europe, including an improved procedure to attach bank accounts.’ 
Regulation 655/2014 establishes uniform European procedure for the preserving of bank 
accounts. It enables creditors to preserve the amount owed in a debtors bank account 
located in the EU, by preventing debtors from removing or dissipating their assets dur- 
ing the time it takes to obtain and enforce a judgment on the merits.'° The UK (and 
Denmark) chose not to opt into this Regulation. It already has freezing orders. 


A. CURRENT ACCOUNTS 


Bank accounts have varying characteristics. The most basic account is the savings account. 
Savings accounts cannot be overdrawn, and generally notice has to be given of with- 
drawal. Current accounts are payable on demand, either by withdrawal or by the customer 
instructing the bank to make payment to a third party. They may be overdrawn, by way 
of overdraft. Then there are trust accounts, foreign currency accounts, ‘flexible’ accounts 
(combining current and mortgage accounts), and any other number of accounts with dif- 
ferent features and services. We focus on the current account. Account holders vary as 
well, from individuals through to multinational enterprises and governments. The special 
rules relating to account-holding by unincorporated associations, partnerships, executors, 
minors, the mentally ill, and so on are beyond the scope of this book. Banks, too, hold 
accounts at other banks as a result of the system of correspondent banking, and because 
one bank may act as the agent of another when, for example, it is a member of a payment 
system and the other is not. 

The relationship between customer and bank in relation to the current account is funda- 
mentally that of creditor and debtor. Consequently, banks can be served by the judgment 
creditors of customers with third party debt/garnishee orders, which purport to attach the 
balance in the account. The effect of a third party debt/garnishee order is that the bank 
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will pay the judgment creditor rather than the customer what is owed.'* In addition to 
the obligations derived from the debtor-creditor relationship, an account also gives rise 
to important obligations in contract. The classic statement of these at common law is con- 
tained in the judgment of Atkin LJ in Joachimson v. Swiss Bank Corp.:*® 


The bank undertakes to receive money and to collect bills for its customer’s account. The 
proceeds so received are not to be held in trust for the customer, but the bank borrows the 
proceeds and undertakes to repay them. The promise to repay is to repay at the branch of 
the bank where the account is kept, and during banking hours. It includes a promise to 
repay any part of the amount due against the written order of the customer addressed to the 
bank at the branch, and as such written orders may be outstanding in the ordinary course 
of business for two or three days, it is a term of the contract that the bank will not cease to 
do business with the customer except upon reasonable notice. The customer on his part 
undertakes to exercise reasonable care in executing his written orders so as not to mislead 
the bank or to facilitate forgery. I think it is necessarily a term of such contract that the bank 
is not liable to pay the customer the full amount of his balance until he demands payment 
from the bank at the branch at which the current account is kept. Whether he must demand 
it in writing it is not necessary now to determine. 


Given the judgment’s vintage, Atkin LJ speaks of a bank having to collect its customers’ 
bills of exchange and cheques and that failure to do so, or delay in doing so, constitutes 
breach of contract. The passage in Joachimson can be generalized to oblige a bank to gather 
into its customers’ accounts payments owing to them through other mechanisms such as 
direct debts—quite apart from express contract. Customers are obliged to accept the nor- 
mal incidents of particular payment mechanisms, for example delays. The delay associ- 
ated with gathering in certain payments means that banks need not pay on a customer's 
instruction until payments in have been cleared. 

Moreover, a bank has a duty to effect payment on the order of the customer. Historically 
there are many decisions where banks have been held liable for wrongful dishonour—for 
not paying a customer's cheque—but these are simply illustrative of the principle that banks 
have a contractual duty to pay on demand when they hold a customer's current account. 
Conversely, there are many decisions where banks have been held liable for paying out on 
forged cheques: again these are simply illustrative of how a bank is liable for paying without 
its customers’ mandate. In law the bank is treated in these circumstances as having paid 
away its own moneys, and it has no entitlement to debit the customer's account. 

A bank is obliged to make payment—to meet its customer’s demand—only if the bal- 
ance or overdraft is sufficient to cover the amount. If the balance or overdraft falls short 
of doing so, even by a penny or cent, the bank is entitled to ignore the instruction com- 
pletely.'” At common law a bank has no obligation to combine a customer's accounts held 
at different branches if there are insufficient funds in the account to which the payment 
instruction is directed. It is unclear whether in these circumstances the bank must com- 
bine accounts at the same branch. 

Overdrafts must generally be agreed. As a matter of law giving a payment order when 
there are insufficient funds constitutes a request for an overdraft on the bank's standard 
terms, for example as to charges.'! A banking contract could be drafted with this type 
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of ‘instant’ overdraft as one of the services offered. As a matter of law there would be a 
unilateral contract with the bank charging a fee to consider each request the customer 
makes to go over the limit. Much more difficult is to establish that a bank is bound by a 
term implied in the contract to permit the customer to operate the overdraft in excess of 
the agreed limit.’ A bank which honours payment instructions in these circumstances, 
over a period, may be bound by its course of conduct and find itself to be in breach should 
it finally decide, on a particular occasion, and without notice, to refuse payment. Even in 
the absence of written agreement, banks may charge compound interest on outstanding 
amounts on current accounts.'”? Under the self-regulatory Standards of Lending Practice 
banks should provide clear information in relation to overdrafts. 

The current account has been analogized to a stream, in the sense that it is flowing or 
running, although it seems more accurate to use the metaphor of a pond on a stream, 
with payments flowing in and out of the pond. Even here there are difficulties, since the 
flows are by a variety of diverse payment sources. The pond, as we know, belongs to the 
bank—moneys in the hands of a bank are its moneys, not moneys held as bailee, trustee, 
fiduciary, or agent. 

The notion of flow is useful, however, when it comes to the rule in Claytons Case, 
which establishes a presumptive rule for the order in which individual credit and debit 
transactions occur in a current account. The first sum paid in is regarded as the first drawn 
out, and the first debit in the account is reduced or extinguished by the first sum paid in. 
One result of the rule is that, subject to any term in the documentation, if a customer gives 
security in relation to a specific, overdrawn amount, it is discharged as soon as the equiva- 
lent has been paid into the account, even though with further drawings the account has 
not been brought into balance.’” 

The rule in Claytons Case is a presumptive rule only. A customer can appropriate a pay- 
ment in for a specific purpose, provided this is communicated clearly to the bank and the 
bank assents. Moreover, the ‘first in-first out’ rule of Claytons Case applies only as between 
the bank and its customer: if persons mix moneys held in their capacity as fiduciary with 
their own moneys, payments are presumed to come first from their own moneys, leav- 
ing as much as possible for the beneficiaries. However, the difficulty arises where they 
have mixed moneys in a current account from two claimants, who can both trace into the 
account. Applying the rule in Claytons Case would work an injustice, for it would mean 
that withdrawals from the account would be presumed to be made on the ‘first in-first out’ 
basis, rather than rateably from the amounts attributable to each claimant. The English 
Court of Appeal has refused to apply the rule in the case of a collective investment scheme, 
because of the injustice it would work between different investors,'” and there has been a 
more ready judicial repudiation of the rule in other situations as well.'~ Financial services 
laws now provide that a firm must segregate its customers’ moneys in a separate client 
account, where they are subject to a statutory trust. In the event, say, of the firm's default, 
the moneys are consequently not available to the firms creditors. Instead, the moneys 
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are pooled and distributed to customers in proportion to their entitlement.!” The rule in 
Claytons Case has no application. 

Banks are not bound to open an account, and indeed to comply with money-laundering 
and terrorism law they are obliged to take various steps before they do so.'” Ultimately a 
bank can close an account where, say, customers are constantly overdrawn or in debt. The 
bank may seek to reach an accommodation about repayment, but must avoid harassing 
customers in the process.'*’ In closing an account a bank must give sufficient notice of its 
intention, which probably turns on the time needed for the customer to make alternative 
arrangements.'*' The appropriate remedy in English law for closing an account without 
sufficient notice is damages, rather than an injunction. As in other jurisdictions Britain 
has arrangements for banks to cancel their liability to customers where accounts have 
been unused for a number of years, by their transfer of equivalent amounts for public 
purposes.'*? 

With a corporate customer in financial difficulty, the bank is in a dilemma. To close (or 
freeze) the account is equivalent to signing a death warrant for the customer's business. 
But not to do so is to expose a bank to liability under the Insolvency Act 1986, which seeks 
to preserve for creditors generally the assets which are available. In particular, section 127 
provides that any disposition of a company’s property after a winding-up commences is 
void, unless validated by a court order.'® 

If a company’s account is overdrawn, payments in either by credit transfer or the bank 
collecting payment are dispositions to the bank within the meaning of section 127.'* 
Payments in when the account is in credit may also be said to be a disposition of the com- 
pany's property, in that the bank substitutes as debtor for the third party payee. On policy 
grounds creditors generally would not benefit from such payments in, if the bank was in 
a position to combine that account with another in debit. Payments out, in favour of third 
parties, do not involve the bank in dispositions of the company’s property but simply in 
adjustments to the account.'** However, banks may still exercise caution in such cases, not 
least because any increase in the liability of the company to the bank in the period between 
notice to the bank of the petition and the winding-up order will not be available for set-off 
against any credit balance on another account.'** 


B. STATEMENTS OF THE ACCOUNT 


Banks generally provide the balance of an account on request. Full statements of an account 
are also available on request, but otherwise at regular intervals.'*’ Ifa bank pays out money 


178 See Lehman Brothers International (Europe) (In Administration) [2012] UKSC 6; [2012] 3 All ER 1; [2012] 
Bus LR 667; P. Staikouras, ‘A Novel Reasoning of the UK Supreme Court decision in Lehman Brothers: The 
MiFID Segregation Rule From the Angle of Financial Intermediation and Regulation Theory’ [2014] JBL 97. 

179 See p. 194 later. 

18 Roberts v. Bank of Scotland Plc [2013] EWCA Civ 882(CA) (hundreds of automated calls from a call 
centre). 

181 National Commercial Bank Jamaica Ltd v. Olint Corp Ltd [2009] UKPC 16; [2009] 1 WLR 1405; [2009] 
Bus LR 1110 (PC, Jamaica). 

2 Dormant Bank and Building Accounts Act 2008, See Bank of England, Prudential Regulation Authority, 
Statement of Policy. Dormant Account Scheme (London, 2015). 

183 See also s. 129. 

184 In re Grays Inn Construction Co. Ltd. [1980] 1 WLR 711, [1980] 1 All ER 814 (CA). 

185 Hollicourt (Contracts) Ltd. v. Bank of Ireland [2001] Ch 555, [2001] 1 All ER 289 (CA). 

18 N. Frome and C. Hanson, ‘The Hollicourt Case—Are Banks off the Hook or on the Horns?’ (2001) 3 
JIBFL 126, 130. 

187 BCOBS, 4.2.1R. 


224 PRINCIPLES OF BANKING LAW 


for a customer by mistake, this may be because its records about the customer are inaccur- 
ate. The bank must set the customer's record straight. Whether it can reclaim the moneys 
from the payee is a different matter. When the customer is the payee an account balance or 
bank statement may be relevant in such a claim to any defence on the part of the customer 
of change of position. 

The Uniform Commercial Code of the United States imposes a duty on customers to 
examine bank statements and accompanying ‘items’ with reasonable care and prompt- 
ness, to discover any unauthorized payment, and to report any discrepancy promptly.'™ 
Failure to comply precludes customers from asserting unauthorized alterations against 
the bank, unless the bank itself has been negligent in paying the items. In Canada, the 
Supreme Court has held to similar effect if customers agree in writing to verify the correct- 
ness of statements on the account, and to notify the bank of any mistakes within a short 
period.' In the absence of a verification agreement Canadian law follows English law.” 
The Singapore Court of Appeal has upheld a clause in an account contract under which 
a business customer was obliged to examine all statements and to report discrepancies 
within 14 days, failing which the bank was entitled to treat them as conclusive evidence of 
all the matters set out there.’”! 

English law approaches the matter from the other end. Apart from contract, there is no 
limit on customers contesting the wrongful debit of their accounts just because they have 
received a bank statement identifying the payment. Tai Hing emphatically rejected the 
bank’s argument that customers owe an implied contractual duty to check their periodic 
statements so as to be able to notify the bank of any debits which they have not authorized. 
It also held that failure by customers to notify the bank does not constitute an estoppel 
against it. Mere silence or inaction could not constitute the representation necessary for 
an estoppel in the absence of a duty to disclose or act. As a matter of policy the decision 
is obviously sensible: customers may reasonably expect when they are sent a statement 
that it is to assist them and not in the interests of the bank. As far as private customers are 
concerned, there seems to be no public interest in requiring them to conduct their pri- 
vate affairs efficiently. Nonetheless, in deciding what is fair in all the circumstances, the 
Financial Ombudsman Service may attribute an element of contributory negligence to 
complainants who do not check their statements to identify errors. 

As for express contract, if banks are to insert terms in their standard-form contracts 
binding customers who do not query their bank statements to the debit items set out 
there, Tai Hing also held that they must do so clearly and unambiguously. The burden of 
the obligation, and of the sanction imposed, must be brought home to customers. The test 
is rigorous. Such a ‘conclusive evidence’ clause is also subject to attack under the unfair 
contracts regime considered in Part IH of the chapter. In balancing the different factors to 
be considered in deciding whether such a clause is unfair, the courts should be concerned 
with whether customers can receive ready access to the cheques, for example, so as bet- 
ter to check payments; whether payees are identified on their bank statements; the time 
allowed for customers to challenge inaccuracies; and whether customers are precluded 
from doing so even if the bank has been negligent. 


'88 UCC, § 4-406. 

™ Arrow Transfer Co. Ltd. v. Royal Bank of Canada (1972) 27 DLR (3d) 81 (SCC). See M.H. Ogilvie, Bank 
and Customer Law in Canada (2nd edn., Toronto, Irwin Law, 2013), 320-2. 

'% Canadian Pacific Hotels Ltd. v, Bank of Montreal (1988) 40 DLR (4d) 385 (SCC). 

191 Pertamina Energy Trading Ltd v. Credit Suisse [2006] SGCA 27, [2006] 4 SLR 273. 
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C. COMBINATION OF ACCOUNTS 


The common law confers on banks a privilege not available to a customer’s other 
creditors—the right of combination. This enables it to apply a credit balance in favour of 
the customer on any account against a debit balance on the customer’s other accounts with 
the bank. A bank can thus recoup itself without any thought of litigation. The bank must 
give notice, for until the customer knows that the right is to be exercised it is entitled to 
have its payment orders effected. It may be that the term combination is a misnomer: no 
matter how many accounts there are, these are but entries in the bank’s books. All that is 
happening is a calculation of the overall debt existing at any one time between bank and 
customer, by taking into account all credits and debits that have not been expressly or 
impliedly excluded from the ambit of the relationship. In short, combination is really only 
an accounting procedure.’ That a customer's accounts are in different currencies should 
not be an objection.'” 

The courts have been generous to banks concerning the right of combination. Banks 
can, but need not, combine accounts at different branches.'“It may be that the arrange- 
ments between a customer and bank exclude the right of combination, as where an 
account in debit is frozen and a new account opened for trading operations. But if circum- 
stances materially change, as with a decision by the customer to wind itself up, the right 
of combination in such cases revives.” A bank cannot combine accounts held in different 
capacities, such as a customer's ordinary account and one the customer holds as trustee. 
Similarly, the right of combination does not extend to loan accounts—it would not be 
sensible if a customer's payment orders from a loan account could be arbitrarily blocked 
because of a deficiency in the current account—but only so long as the customer is able to 
carry on business. With insolvency statute enables the bank to combine: after all, set-off 
operates under ordinary principles of insolvency law. 

The right of combination does not extend to moneys paid to the bank for particular 
purposes, such as to the fund management or securities-dealing arms. It may be difficult 
for a customer to resist combination, however, if such moneys are co-mingled in the cus- 
tomer’s ordinary accounts. English law takes a strict view of the separateness of members 
of a corporate group, so that at common law the combination of their different accounts is 
impossible. Contractually, however, members of a corporate group may bind themselves 
to inter-group combination and set-off. Combination of accounts in different jurisdictions 
would depend, it seems, on an express term in the customer’s contract to this effect. Banks 
in Britain are advised by the regulator not to combine accounts of poor customers or those 
receiving welfare payments.'”” 


D. BANK CHARGES 


In many countries there has been a considerable consumer controversy over bank charges 
for accounts. In a report in 2009 the European Commission found that bank informa- 
tion was in many cases difficult to understand and that bank fees were opaque. Austria, 
France, Italy, and Spain scored especially poorly on transparency and were among the 


(2 See S. McCracken, The Bankers Remedy of Set-Off (3rd edn., London, Bloomsbury, 2010); R. Derham, 
Derham on the Law of Set-Off (Oxford, Oxford University Press, 2010), ch. 15. 
% B, Horrigan, ‘Combining Bank Accounts in Different Currencies’ (1991) 65 ALJ 14. 
% For some purposes, English law treats branches as separate entities. 
°5 National Westminster Bank Ltd. v. Halesowen Presswork and Assemblies Ltd. [1972] AC 785 (HL). 
% Royal Bank of Scotland v. Wallace International Ltd. [2000] EWCA Civ 16 (CA). 
97 BCOBS, 5.1.3A-BG. 
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most expensive for bank accounts. At about the same time the UK Office of Fair Trading 
identified as significant areas of concern in relation to personal current accounts the low 
levels of transparency in fees, the complexity in the way that these fees, particularly for 
unauthorized overdrafts, were calculated, and the absence of a simple mechanism for con- 
sumers to control, or opt out of, whether they used the service for which they paid.'” 

The EU Payment Services Directive lays down rules on the transparency of conditions 
and information for payment services.” The Financial Conduct Authority’s Banking 
Conduct of Business Sourcebook adopts the same approach.” But there are no controls on 
charges and there is little law relevant to them. If a charge is imposed because a customer 
has breached the contract (e.g. by overdrawing an account) then the rule against penal- 
ties has a potential application.™ But unarranged overdraft bank charges are a particular 
bone of contention. With commercial customers, banks may take an indemnity against 
all charges and costs incurred. Increased transparency, greater information (including 
prompts when customers are about to incur charges as with unarranged overdrafts) and 
more competition by increasing the number of firms providing banking services are seen 
as ways of addressing high bank charges.” 


2E Commission of the European Communities, On the Follow Up in Retail Financial Services, SEC (2009) 
1251 final. 

'® Office of Fair Trading, Personal Current Accounts in the UK. An OFT Market Study, London, 2008; 
Personal Current Accounts in the UK, Unarranged Overdrafts (London, 2010). 
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#2 Office of Fair Trading v. Abbey National Plc [2008] EWHC 875 (Comm); [2008] 2 All ER (Comm) 625, 
[295]-[324], on appeal on other issues: [2009] UKSC 6; [2010] 1 AC 696. Cf. the Australian High Court deci- 
sion Andrews v. Australia © New Zealand Banking Group Ltd [2012] HCA 30; (2012) 86 AL] 1002; A. Gray, 
‘Contractual Penalties in Australian Law after Andrews’ (2013) 18 Deakin LR 1. See also Paciocco v. Australian 
and New Zealand Banking Group Ltd. [2014] FCA 35. 

** Competition and Markets Authority, Retail Banking Market Investigation: Final Report (London, 
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BANK NETWORKS 


Chapter 7 dealt with the bank-customer relationship. This chapter moves to the rela- 
tionship which banks have with other banks. Again the discussion revolves around legal 
impact and legal consequences, in this case of the various types of inter-bank relationships. 
We will see that in some cases banks become the customers of other banks. Some of the 
issues discussed in the chapter lay the foundation for some of the later chapters, notably 
that on payment and lending. These relationships between banks are primarily contractual 
in nature; the concept of the network usefully encapsulates the scope of the discussion. 


I. NETWORKS 


The network of contracts between banks takes various forms. First, the concept of net- 
work covers bilateral transactions between Bank X and Bank Y (payment, a deposit on 
the inter-bank market, a swap, a sale of a loan or securities) which are made against the 
backdrop of a longstanding arrangement or master agreement between them, on the basis 
of a standard-form contract prepared by a trade association of financial institutions, or in 
accordance with the rules of an exchange or a payment system through which the rele- 
vant transactions are routed. Secondly, contracts might be part of a chain, as where A in 
London employs her bank (X) to pay US dollar funds to B’s account with his bank (Y) in 
Singapore: Bank X might contact its correspondent bank in New York, which in turn con- 
tacts Bank Y’s correspondent bank there.’ Thirdly, the concept of network can be applied 
to contracts which are bundled, as in a bank syndicate where a number of banks join in 
financing a particular loan or project. Similarly, in a payment, clearing, or market system, 
banks can have relations with the other participants and with the system itself. 

There are of course combinations of these arrangements, where the primary contract 
falls into one category but the secondary or tertiary contract falls into another. Thus a bilat- 
eral deal between banks, say a derivative transaction on the standard terms produced by 
the International Swaps and Derivatives Association (ISDA), may be bolted onto another 
transaction (e.g. a loan or a bond issue) or will be part of a chain of dealings. In the pay- 
ment example above, the payment will most likely pass through the dollar-clearing system 
in New York (CHIPS); banks which are members are contractually bound by the CHIPS 
rules. Or if a bank syndicate is involved in the issue and distribution of bonds, quite apart 
from any contracts involving the bondholders, the issuer might appoint an independent 
bank as trustee for the bondholders, the banks may enter subscription and selling agree- 
ments with the issuer, and the lead bank might make arrangements with a central clearing 
and securities depository on behalf of the syndicate to hold the bonds. 


l See p. 341 later. 
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The concept of network has a variety of implications. At a basic level there is the extent 
to which one contract in a network has legal consequences for another contract in the 
network.? Some have argued that the concept can overcome certain conceptual difficulties 
in the law such as privity of contract. One dimension is a type of ‘organizational’ liabil- 
ity, with A in the payment transfer example being able to sue any bank in the chain fora 
mistake, or being able to hold her bank (X) liable for the mistake of another bank, no mat- 
ter how far down the chain. Others have analysed networks from the angle of economic 
efficiency: in particular circumstances a network of contracts will minimize transaction 
costs and maximize flexibility, thus offering real advantages to banks and their customers. 
On the other side of the coin networks may quicken contagion effects with systematic 
risk in the banking system. Yet others have used the concept of network to theorize about 
systems. Do networks stand between contract and organization; are they higher order 
autopoeietic systems distinct from the individual relationships?’ 

Although it is tempting to pursue these various issues, it is beyond the scope of the 
present book. Nonetheless, this chapter throws some light on them in the course of its 
more mundane task of explicating some key banking networks. Beginning with corres- 
pondent banking, which has a long history, it then examines inter-bank markets and over- 
the-counter (OTC) markets. Important among these is the inter-bank deposit market, 
the foreign exchange market, and OTC derivatives markets. Next the chapter turns to 
exchange markets (e.g. financial futures exchanges, securities exchanges) and to payment 
systems. It is not concerned with examining these in depth. Exchange markets fall outside 
the scope of banking law. As for payment systems, there is a discussion in Part 3 of the 
book. At this point the concern is to flag the pattern of contracting involved for banks in 
exchange markets and payment systems. Finally, the chapter explores different types of 
banking syndicates. 

The focus of the chapter is on the relationship between banks themselves. However, the 
relationship between banks and customers sometimes enters the picture. An issue which 
arises is the relationship between customers and a banking network. That issue is appro- 
priately addressed here. ‘Thus in the payment example, did A impliedly consent to her 
bank (X) using a correspondent? More importantly, is A impliedly bound by the contract 
between its bank X and the correspondent bank? Can she sue X or the correspondent 
should the latter make a mistake? Take another example: A employs her bank to manage 
her investments. Is she bound by the rules of the various systems (e.g. payment systems, 
exchanges, markets) which her bank uses to carry out the task? As we shall see the legal 
position of the customer vis-a-vis banking networks is not always straightforward. In gen- 
eral terms the answer turns on the exact nature of the relationship involved. With techno- 
logical changes customers may now have more direct access to banking networks than in 
the past, for example with so-called straight through or pass through processing. 


> e.g. Barnett Waddington Trustees (1980) Ltd v. Royal Bank of Scotland Plc [2015] EWHC 2435 (Ch); [2016] 
1 BCLC 508. 
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Law of Contract (4th edn., Cambridge, Cambridge University Press, 2008), 170; M. Amstutz and G. Teubner 
(eds.), Networks. Legal Issues of Multilateral Cooperation (Oxford, Hart, 2009); R. Brownsword, ‘Contracts 
with Network Effects: Is the Time Now Right?’ in S. Grundmann, F. Cafaggi, and G. Vettori (eds.), The 
Organizational Contract (Farnham, Surrey, Ashgate, 2013); U. Grusic, ‘Contractual Networks in European 
Private International Law’ (2016) 65 ICLQ 581. 
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II. CORRESPONDENT BANKING 


A. THE NATURE OF CORRESPONDENT BANKING 


When banks were mainly local they needed banks in other places to perform services 
on behalf of them and their customers, such as collecting bills of exchange and advising 
and paying letters of credit. This is the origin of correspondent banking. Correspondent 
banking involves international relationships, but in some countries a fragmented banking 
system may mean that correspondent banking still has a domestic element. Even a bank 
with an international reach may have correspondents so that it can offer customers a full 
range of services around the world. Thus if Bank X, a European bank, has a branch in 
New York, it may be economically more efficient to appoint a New York bank, Bank Y, to 
be its correspondent to settle mundane transactions if Bank X’s New York branch is geared 
to investment banking. 

The correspondent relationship between any two banks may be extensive and mutual, 
or it may be entirely one way with the correspondent acting for the originator in spe- 
cific transactions only. The services provided by correspondents can be numerous and 
sometimes complex.’ Trade-related services involve not only letters of credit but handling 
trade documentation, demand guarantees, and counter-trade. Correspondents may pro- 
vide custodian facilities. Account services now go beyond collecting bills of exchange to 
cover cash management (e.g. holding funds in a variety of currencies), foreign exchange 
services, settlement, and payment in general. 

Payment services are central to correspondent banking. Banks need access to payment 
systems in all major currencies—the enormous growth in dealings on currency and capital 
markets has been a driving force—and use correspondents which are members of the local 
system. Accounts are opened by respondent banks in the correspondent’s bank and these 
are credited and debited to settle transactions. In the banker’s jargon an account which 
Bank X maintains with its correspondent, Bank Y, it regards as a nostro account; Bank Y 
regards it as a vostro or loro account. Risk assessment determines to what extent if any 
banks extend intraday and overnight credit to their correspondents. 

Central banks also have correspondent central banks. For example, counterparties to 
the monetary policy operations of the Eurosystem, and participants in its payment sys- 
tem (called Target2), obtain credit from their home central bank by collateralizing eligible 
assets, including assets registered or deposited in another country, provided that collateral 
has been transferred to an account maintained by the central bank in that country—the 
correspondent central bank of the home country’s central bank.’ 

Over time there has been a reduction in correspondent banking with developments 
such as the euro, bank mergers, and, more recently, the establishment of payment ver- 
sus payment systems for the simultaneous settlement of foreign exchange transactions. 
In addition cost pressures, and the burden in monitoring a bank's correspondents for 
money-laundering and terrorist financing reasons, have led to a further decline.* In some 


4 N. Wilkins, Correspondent Banking Handbook (2nd edn., London, Euromoney, 2002); SWIFT, 
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cases banks can find alternative ways to service their customers. A bank may be able to 
consolidate their correspondent accounts previously held in a number of banks in one glo- 
bal bank. However, there has been international concern at the extent to which so called 
de-risking has led to a reduction of correspondent bank services, consequently depriving 
banks, especially in developing countries, of access to international payment services.’ 

The correspondent bank may be regarded in law as an agent as with the payment 
example earlier where A's bank, X, in London, has its correspondent in New York carry 
out a US dollar payment in Singapore through the New York correspondent of B's bank. 
As an agent of X the law requires the correspondent to act with reasonable care and skill. 
But the correspondent relationship is not necessarily one of agency, and the correspond- 
ent may be only an independent contractor simply providing services for reward, such as 
conveying payment messages, so that its legal duties are reduced. In a documentary credit 
transaction, insofar as a correspondent acting as an advising bank brings the issuing bank 
and the beneficiary of the credit into contractual relations it seems to be as agent." If the 
correspondent confirms the letter of credit its position changes: it is now liable as principal 
to pay if the documents presented by the beneficiary conform to the letter of credit. 

In practice, the relationship of a bank with its correspondent bank will probably be 
governed by a written contract. This could define the bank branches and services cov- 
ered, set out the fees payable, and detail the mechanical aspects, such as how messages are 
authenticated and to which accounts transfers are to be directed. Specific services may be 
the subject of separate agreements. Correspondent banking is the cornerstone on which 
a bank services its customers worldwide, so there is an incentive for errors, losses, and 
disputes involving correspondents to be resolved promptly and without resort to law. The 
legal aspects of correspondent banking which surface publicly generally involve third par- 
ties, not a bank suing its correspondents. 

One legal issue is whether, for either regulatory or procedural purposes, a bank can be 
regarded as being in the foreign jurisdiction (e.g. carrying on business for regulatory pur- 
poses; carrying on business or having a presence so that civil process can be issued against 
it) by the mere fact that it has appointed a bank as its correspondent there. It would seem 
not. Correspondents typically do not maintain any office on behalf of the foreign bank, 
exhibit its name, or designate particular employees to carry out its transactions and none 
other. As a matter of characterization the correspondent is carrving on its own business, 
not that of the foreign bank. In making payment, advising letters of credit, acting as custo- 
dian, and so on, the correspondent bank in New York is performing services in relation to 
transactions initiated and arranged elsewhere. In New York law, however, a foreign bank’s 
use of a correspondent banking account in New York may be sufficient to establish a pur- 
poseful course of dealing, constituting the transaction of business in New York for the 
purposes of exercising personal jurisdiction over the bank.? 


B. THE CORRESPONDENT’S ERROR 


An important legal issue is whether, in the event of a correspondent bank’s error, the cus- 
tomer can sue either its bank or the correspondent. For example, if a customer's payment 
instruction is carried out incorrectly by the correspondent can the customer recover lost 


~ Financial Stability Board, FSB Action Plan to Assess and Address the Decline in Correspondent Banking 
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interest or, which will be relevant in some cases, the sum itself (paid away, say, to a fraud- 
ster)? More significantly, can the customer recover consequential losses, such as an adverse 
movement in exchange rates or the profit on lost deals? In some cases consequential losses 
could be very significant—for example a correspondent bank does not pay an amount of 
hire under a charterparty in time (or at all) and the ship’s owner terminates a charterparty, 
as it is entitled to do for late payment, so that the customer must charter another vessel 
at much higher rates; or as a result of a late payment a bidder does not clinch a corporate 
takeover, and thus misses the considerable profits which were reasonably to be expected." 


(i) Customer v. its bank 


As far as the customer's bank is concerned, it is fairly clear that it will be authorized to 
employ a correspondent. Apart trom any express contractual term, the customer impliedly 
authorizes its bank to use the usual procedures in carrying out its instructions, or employ- 
ing correspondents is implied as trade usage. But that is only the beginning of the inquiry. 
In performing a service, the customer’s bank has certain obligations. First, it is obliged to 
observe a customer's instructions strictly. No breach of this occurs where the error can be 
laid at the correspondents door. Nor, generally speaking, will the customer’s own bank 
be in breach of its duty of performance in that event. In the main it will not be giving an 
absolute undertaking that a particular result such as payment will be achieved. Rather, it 
will be bound at most to exercise reasonable care and skill. That it must do in choosing 
and possibly also supervising the correspondent, but if it selects a reputable bank as cor- 
respondent and follows its regulatory obligations as regards correspondents it is difficult 
to conceive of a claim succeeding on this basis. 

In particular circumstances the nature of a bank’s contract with its customer will mean 
that the correspondents lapses can be sheeted home to it.'' However, it goes too far to 
suggest that as a general rule a bank is vicariously liable for the acts of its correspond- 
ents, or even that it impliedly undertakes that its correspondents will perform their tasks 
adequately (e.g. with reasonable care and skill).? The liability of the customer's bank 
under the general law is subject to contract, and banks protect themselves with exemption 
clauses.'* Where the customer is a commercial party these clauses will readily surmount 
the legislative controls of unfair contract terms we examined in the previous chapter. 

Legislation is making some inroads on these legal principles. With payment the 
European Union's Payment Services Directive (EU) 2015/2366 imposes liability on a bank 
as a payment service provider to repay the amount to the customer, and to pay interest and 
charges, in the case of the non-execution or defective execution of a payment order (the 
‘money-back guarantee’).'* Liability is strict: a bank is released only if the circumstances 
are abnormal and unforeseeable, beyond the control of the bank and would have been 
unavoidable despite all efforts.’* If liable to the customer, the customer's bank can in turn 
claim from its correspondent.'* The Directive draws from Article 14 of the UNCITRAL 
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Model Law on international credit transfers and § 4A-402 of the Uniform Commercial 
Code of the United States.'” 


(ii) Customer v. correspondent bank 


What of a claim in contract by the customer directly against the correspondent? Some 
civil law systems permit claims by customers on various bases, for example that the 
correspondent bank is an employee/assistant of the customer's bank.™ In common law 
one theoretical possibility is that customers are third party beneficiaries of the contract 
between their bank and the correspondent. The Contracts (Rights of Third Parties) Act 
1999 requires that the contract must expressly provide that third parties (customers) can 
sue, or must confer a benefit on them. Bank-correspondent contracts typically do not do 
this.” Another way around the doctrine of privity of contract is if the customer's bank as 
agent could create privity between the customer and correspondent. To put it in terms of 
sub-agency, if the correspondent is a sub-agent it would thus be liable both to the agent 
(the customer’s bank) and the principal (the customer) in performing its responsibilities. 
But in the ordinary banking context there is no privity of contract between the customer 
and the correspondent unless the circumstances are very special.” 

As for tort liability, where the correspondent bank is handling negotiable instruments 
or securities the customer as owner may be able to establish conversion in relation to 
them—a strict-liability tort. Negligence is a different matter. Some North American courts 
have recognized it in this context," and there is a faint suggestion in the English jurispru- 
dence that it is possible in the case of a correspondent bank's error.” However, the weight 
of English authority is against it. The circumstances would have to be very special for the 
correspondent bank specifically to have assumed a responsibility to the customer in the 
relevant sense required where a failure to exercise reasonable care causes economic loss. 
Finally, the customer may be able to claim against the correspondent on restitutionary 
principles, but this again would require very special circumstances. 

Were an action against the correspondent possible—as suggested, an unlikely event— 
English law has no definite answer to whether the correspondent could take advantage of 
an exemption clause in the contract between the customer and its bank or in the contract 
between the banks themselves (as between the banks themselves, the correspondent bank 
would be entitled to an indemnity in the absence of an express clause).*! If an owner con- 
sents, expressly or impliedly, to a sub-bailment, the owner's rights against the sub-bailee 
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may be subject to the terms of the sub-bailment—but this rule has its origins outside the 
law of contract, and in the case of banks would have only limited application (e.g. where 
tangible securities are being transferred). Another possibility is that the customer’s bank 
as agent brings the customer and correspondent bank into a contractual relationship, with 
the exemption clause in the customer-bank contract introduced into the new contract. 
But we have already seen that the circumstances would need to be very special if there was 
to be a contract between the customer and its bank’s correspondent. 


(iii) Consequential losses 


If in the event of a correspondent bank's lapse the customer's bank or the correspondent itself 
is to be made liable, either at common law or by statute, the issue of consequential damages 
must be faced up to. As a matter of both policy and principle it seems inappropriate in the 
ordinary case to make either bank liable for what may be massive economic loss suffered by 
a customer as a result of a lapse in performing a service for what will typically be a relatively 
small charge. 

As a matter of policy, a sophisticated commercial customer is generally in the best position 
to take precautions against loss—by timely institution of an instruction, by independently 
checking that the service has been performed, and by taking immediate remedial action if 
something goes wrong.” As a matter of principle, and assuming the tort measure of damages, 
it cannot be said that economic loss is reasonably foreseeable where the correspondent bank 
has no established banking relationship with the parties to the underlying transaction, where 
it has no specific knowledge about the nature of the transaction, where it is not put on specific 
notice of the large losses which could ensue as a result of a lapse on its part, or where it is not 
made a direct party to the transaction (e.g. appointment as escrow agent). 

There are no consequential losses provided for under the Payment Services Directive 
(EU) 2015/2366, and the ordinary rules for damages under the law governing the con- 
tract apply.” It would be unusual for non-commercial customers to suffer them and 
the money-back guarantee will suffice. The UNCITRAL Model Law on international 
credit transfers provides for consequential losses, but only if a bank has acted with the 
specific intent to cause loss, or recklessly and with actual knowledge that loss would 
be likely to result.** Consequential losses are limited under Article 4A of the Uniform 
Commercial Code to circumstances where the receiving bank agrees in writing to 
assume the liability.” 

Even if consequential losses can be compensated, courts will give effect to plainly 
expressed exclusion and limitation clauses when commercial parties are involved.“ Large 
commercial parties cannot expect banks to be ready to accept an exposure to significant 
potential losses in return for relatively low bank charges. A strained construction, seeking 


25 The Pioneer Container [1994] 2 AC 324 (PC, HK). 

% cf. Judge (formerly Professor) Posner's opinion: Evra Corporation v. Swiss Bank Corporation, 673 F. 2d 
951 (7th Cir., 1982), cert. denied 459 US 1017. See also Bradford Trust Co. of Boston v. Texas American Bank, 
790 F 2d 407 (5th Cir., 1986); R. Dole, ‘Receiving Bank Liability for Errors in Wholesale Wire Transfers’ (1995) 
69 Tulane LR 877; T. Miles, ‘Posner on Economic Loss in Tort: EVRA Corp v. Swiss Bank (2007) U Chi L Rev 
1813. 

27 Art. 91. see also Art. 93 (abnormal and unforeseeable circumstances). aC PAT (LS, 

2 UCC § 4A-305, which is a repudiation of Evra. See B. Crawford, ‘International Credit Transfers’ (1991) 19 
Can. Bus. LJ 166, 182-5; L. Thévenoz, ‘Error and Fraud in Wholesale Funds Transfers’ ( 1991) 42 Alabama LR 
881, 921; B. Geva, Bank Collections and Payment Transactions (Oxford, Oxford University Press, 2001), 308-9, 

© Seep, 217 earlier. 
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to impose liability on a bank, will be avoided. This approach will be consistent with rea- 
sonable expectation of how risks have been allocated.” 


C. CORRESPONDENT BANKING, MONEY-LAUNDERING, 
AND TERRORISM 


In recent decades the cover which correspondent banking relationships may provide to 
money-launderers and terrorists has been high on the regulatory agenda. The problem has 
occurred because a correspondent bank does not necessarily have first-hand knowledge 
of the controllers or customers of its respondent banks. It simply effects the instructions 
which the respondent bank transmits to it on behalf of itself or its customers. There is also 
the possibility of so-called nested correspondent banking, where a number of respond- 
ent banks use the correspondent banking arrangement which one bank has with another 
bank. Further, a respondent bank’s customers could be given direct access to the corres- 
pondent account to conduct business on their own behalf (so-called payable through, pass 
through, or pass by accounts). In any event there is no real financial incentive to find out 
how a respondent bank is employing a correspondent account. Generally speaking corres- 
pondent banking services (e.g. payment) have attracted relatively low fees. 

A correspondent bank may become suspicious of transactions effected for a respondent 
bank. There may be no obvious reason for a transaction, it may form part of a series which 
raises doubts, or it may be contrary to what would be expected in terms of any underly- 
ing transaction. But there are difficulties for correspondent banks in assessing transac- 
tions by respondent banks, difficulties compounded where there is a nested correspondent 
banking arrangement or payable through accounts. The Basle Committee on Banking 
Supervision,” the Financial Action Task Force,** and the Wolfsberg Group of leading glo- 
bal banks” have all recommended best practice guidelines for correspondent banking. — 
One element parallels the know your customer (KYC’) or customer due diligence rules 
for a bank itself. Thus a bank must know its correspondents—their management, their 
banking activities, and the rigour and quality of their regulatory regimes—even if it is not 
bound to know their customers. Other elements deal with matters encountered in corres- 
pondent banking such as the existence of shell banks (banks with no physical presence or 
affiliation in a jurisdiction). 

The guidelines are reflected to varying degrees in the legal rules of leading financial 
jurisdictions. Under the European Union's Fourth Directive (EU) 2015/849 on money- 
laundering and terrorist financing, Member States must oblige their banks to take certain 
steps in relation to cross-border correspondent banking relationships with third coun- 
try respondents. Primarily these are to gather sufticient information to understand their 
respondents’ business and reputation, and the quality of their supervision and to assess the 
controls the respondents have for money-laundering and terrorist financing. New corres- 
pondent relationships must be approved at senior level and the respective responsibilities 
of a bank and its respondents must be documented. 


" Cf. Tam Wing Chuen v. Bank of Credit and Commerce Hong Kong Ltd [1996] 2 BCLC 69; |1996] HKLR 
161 (PC, Hong Kong). 

|“ Sound Management of Risks related to Money laundering and Financing of Terrorism (Basle, BIS, 2014), 
Annex 2. 

3 Financial Action Task Force, Guidance on Correspondent Banking (Paris, 2016). 

“ Wolfsberg Anti-Money Laundering Principles for Correspondent Banking, 2014. The group is an associ- 
ation of 13 global banks. 
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When a respondent's customers have direct access to a correspondent account—a pay- 
able through account—the correspondent bank must be satisfied that the respondent has 
verified the identity of the customer, is performing ongoing due diligence, and can pro- 
vide information about it on request. Banks must not have a shell bank as a respondent, 
or a respondent which permits accounts to be used by a shell bank.** The United States 
PATRIOT Act imposes an obligation on banks with foreign correspondents to establish 
due diligence procedures.” 

As we have seen, a consequence of the enhanced regulation of correspondent banking 
is that banks in some developing countries have found it more difficult to find banks in 
Europe and the United States willing to undertake their correspondent business. A num- 
ber of international bodies are attempting to address this. For example, both the Financial 
Stability Board and the Financial Action Task Force have emphasized that not all cor- 
respondent banking relationships carry the same level of money-laundering or terrorist 
financing risk, and enhanced due diligence measures need only be commensurate to the 
degree of risk identified.” 


III. INTER-BANK MARKETS AND CONTRACTS 


Banks constantly contract with one another in wholesale, over-the-counter (OTC) mar- 
kets. The term OTC is used here by contrast with exchange markets, to indicate that deal- 
ings are not on a formally organized market. However, a financial product may be dealt 
with on both OTC and exchange markets. Derivatives are a good example. In this section 
we give attention to three OTC markets: those for inter-bank deposits, foreign exchange, 
and derivatives. 

The inter-bank market where banks can borrow and lend short-term (often overnight) 
among themselves is vital if they are to provide payment services and liquidity to indi- 
viduals and companies without the need to hold large non-interest-bearing reserves. It 
also enables some banks to provide longer-term funds to customers without first needing 
to procure the equivalent in retail deposits.” Its importance was underlined in the 2008 
financial crisis when it seized up and central banks had to intervene to provide liquidity to 


35 Art. 19. See V. Mitsilegas and B. Gilmore, ‘The EU Framework Against Money Laundering and Terrorist 
Financing’ (2007) 56 ICLQ 119, 127; E. loannides, Fundamental Principles of EU Law against Money Laundering 
(Farnham, Surrey, Ashgate, 2014); P. Alidridge, “Tax, Money Laundering and Offshore: The HSBC Suisse 
Affair, in K. Ligeti and M. Simonato (eds.), Chasing Criminal Money: Challenges and Perspectives On Asset 
Recovery in the EU (Oxford, Hart, 2017). See also the Joint Money Laundering Steering Group, Prevention of 
Money Laundering/Combating Terrorist Financing, 2014 revision version, London, ch. 16. 

6 Art. 24. 

37 31 USC § 5318(i)-(j). See B. Mojuye, ‘What Banks Need to Know about the Patriot Act’ (2007) 124 
Banking LJ 258, 269. 

38 See p. 229 earlier. 

3 Financial Stability Board, FSB action plan to assess and address the decline in correspondent banking 
(Basle, 2016). 

9. C. Furfine, The Interbank Market During a Crisis (Basle, BIS Working Paper No 99, 2001); A. Prati, 
et al., ‘The Overnight Interbank Market: Evidence from the G-7 and the Euro Zone’ (2003) 27 J Banking & 
Finance 2043; F. Brauning and F. Fecht, Relationship Lending in the Interbank Market and the Price of Liquidity, 
Deutsche Bundesbank, Discussion Paper No. 22/2012; G. Afonso, A. Kovner, and A. Schoar, Trading Partners 
in the Interbank Lending Market, Federal Reserve Bank of New York Staff Reports, No. 620, May 2013; F. 
Blasques, F. Brauning, and I. van Lelyveld, A Dynamic Network Model of the Unsecured Interbank Lending 
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the banks.!! The OTC foreign-exchange markets are where currencies are bought and sold 
by individuals, companies, banks, central banks, and so on. Transactions are both spot and 
forward. The large part of foreign-exchange trading occurs between the banks themselves 
as they continually adjust and readjust their positions: their participation is vital to the 
liquidity of the market.” The most recently developed inter-bank markets concern OTC 
derivatives trading.” These were blamed for the 2008 financial crisis, and the regulatory 
trend has been to channel trading onto exchange markets with their requirements for mar- 
gin and collateral." The Bank for International Settlements publishes statistics about the 
size of the OTC derivatives markets, which continue to be huge. 

Although there are other OTC inter-bank markets such as the market in ‘distressed 
debt the inter-bank markets mentioned—the inter-bank money market, the foreign 
exchange market, and the OTC derivatives market—give rise to the majority of inter-bank 
transactions. The transactions on these markets are myriad and the sums involved enor- 
mous. In many senses the markets are interlinked. For example, banks may use the inter- 
bank market in short-term deposits to protect in some part against the risks associated 
with foreign-exchange and derivatives transactions. Moreover, in large financial centres 
such as London and New York it is difficult to distinguish which aspects are national and 
which international. As indicated, dealing on all these markets is not only to meet the 
immediate needs of a bank but also to make arbitrage profits and for speculative gains. 


A. CONTRACTING ON INTER-BANK MARKETS 


Perhaps most importantly, for present purposes, is the way transactions on these inter- 
bank markets are effected. Typically dealers agree a transaction orally or electronically. 
Independent brokers may be used to initiate transactions: their advantages are efficiency, 
in that they can provide anonymity until a rate is struck, and they know which banks are 
able and willing to deal with their principal bank. The accepted practice—indeed in some 
cases the legal requirement—is that all deals are electronically recorded. Once agreement 
is reached a confirmation is dispatched to the other bank. Best practice is that confirm- 
ations are sent electronically; written confirmation could arrive after settlement and cause 
confusion.” Automated confirmation is timely and reduces error. Whatever method is 
used confirmation should be carried out independently of those doing the deal. 
Interbank agreements are reached against a background of market practices. In the con- 
text of inter-bank money markets these are reasonably stable; the practices in other mar- 
kets such as derivatives have evolved rapidly. Market practices are the context in which 


" e.g. P. Turner, ‘Central Banks, Liquidity, and the Banking Crisis, in S. Griffith-Jones, J. Antonio Ocampo, 
and J Stiglitz (eds.), Time for a Visible Hand: Lessons from the 2008 World Financial Crisis (Oxford, Oxford 
University Press, 2010), 107. 

“ S, Valdez and P, Molyneux, An Introduction to Global Financial Markets (8th edn., London, Macmillan, 
2015), 325-31. 

*® J. Hull, Options, Futures and Other Derivatives (8th edn., Boston, Pearson Educational, 2011), 30-3. See 
also D. Marcus and L. Tshikali, Some Misconceptions about OTC Markets’ (2010) 4 Le-FMLR 263. 

“4 See pp. 83-7 earlier. 

*® W. Weidemaier and R. McCarl, ‘Creditors’ Remedies’ in R Lastra (ed.), Sovereign Debt Management 
(Oxford, Oxford University Press, 2014); J. Cotterill, ‘Sovereign Pari Passu and the Litigators of the Lost Cause’ 
(2014) 9 Capital Markets L J 18: P. Hertz, et al., “Trading Places: Distressed Debt Trading in the US and UK 
Restructuring Markets’ (2013) 28 BJIBFL 433. 

* e.g. Bank of England, Non-Investment Products Code, 2011, III, $§ 20-6 [‘NIPs’]. See J. Gray, “London 
Money Markets: Legal and Regulatory Framework’ in M. Blair, G. Walker, and S. Willey (eds.), Financial 
Markets and Exchanges Law (2nd edn., Oxford, Oxford University Press, 2012), 261-2. 
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contracts and contracting on the inter-bank markets will be understood. Can market prac- 
tices attain legal force? Under English law market practices which are ‘trade usages’ give 
rise to implied terms in a contract, and can thus modify legal duties. In exceptional cases 
the courts will take judicial notice of a trade usage between banks."* The tests to establish 
a trade usage are well established. As a matter of fact a practice must be certain, notorious, 
and considered to be of a legally binding nature. This is not easy, but universal acceptance 
does not seem necessary, and even a recent practice can acquire these qualities. Although 
as a matter of law the practice must be reasonable, if a practice on an inter-bank market 
were to be factually established and followed it would be unlikely to be held to be unrea- 
sonable.” An express provision in a contract can negate a trade usage, as can a market 
rule.” This is why claims that a trade usage constitutes an implied contractual term may 
fall on deaf ears. The globalization of markets may mean that it is more difficult to estab- 
lish the high degree of uniformity necessary for a practice to be regarded as a trade usage 
in English law. 


B. STANDARD FORM DOCUMENTS 


‘These days inter-bank transactions are done against a backdrop, not only of market prac- 
tice, but also of standard-form contracts and regulatory rules. At least since the Promisel 
Report for the Bank for International Settlements in 1992, good contracting has been seen 
as an important contribution to risk-management in international financial transactions." 
Not just good contracting, since central banks and financial regulators now recommend 
standard form contracting. Thus for the wholesale financial markets in London the Bank 
of England encourages as good practice the use, whenever possible, of standard documen- 
tation and its speedy completion and exchange. Banks should have policies to identify 
what transactions are to be subject to a master agreement and controls in place to ensure 
compliance.” 

Standardization of documentation in the derivatives market through the work of the 
International Swaps and Derivatives Association (ISDA) is described earlier.*’? However, 
documentation in financial markets may vary, both with the subject matter and with juris- 
diction. The lack of uniformity can be a hindrance. Later in the book we examine the legal 
nature of a repo, or repurchase agreement, which is an agreement between two parties 
on the sale and subsequent repurchase of securities at an agreed price.’ Repos are used 
widely in financial markets for funding purposes and are perceived as being safer and 
more reliable than uncollateralized money markets. Following the 2008 financial crisis, 
when in some countries repo markets did not meet the liquidity needs of market par- 
ticipants, the Basle Committee on Payment and Settlement Systems investigated dealing, 
clearing, and settling in repos and whether improvements in market infrastructure could 


48 National Bank of Greece SA v. Pinios Shipping Co. [1990] 1 AC 637, 675. See also Lloyd’s TSB Bank plc 
v. Clarke (Liquidator of Socimer International Bank Ltd.) [2002] UKPC 27; [2002] 2 All ER (Comm) 992 (PC, 
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4 E, Peden, ‘Policy Concerns behind Implication of Terms in Law’ (2001) 117 LQR 459, 464, 469. 

5° Kum v. Wah Tat Bank Ltd. [1971] 1 Lloyd’s Rep. 439 (PC). See also Lloyds Bank Ltd. v. Swiss Bankverein 
(1913) 108 LT 143 (CA) (custom, even if established, repugnant to nature of negotiable securities). 

51 Bank for International Settlements, Recent Developments in International Interbank Relations (Basle, 
Bank for International Settlements, 1992), 101. 

52 NIPs, II, 29, 31. Cf. ‘The use of industry-standard documents is strongly encouraged to provide a 
sound mutual basis for conducting financial market transactions’: New York Foreign Exchange Committee, 
Guidelines for Foreign Exchange Trading Activities, revised November 2010, 13. 
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be made. One aspect of market infrastructure it discussed was the mishmash of contrac- 
tual provisions in repo markets: 


‘The contractual basis for repos varies from country to country. International mas- 
ter agreements such as the [The Bond Market Association/International Capital Market 
Association] Global Master Repurchase Agreement (GMRA) or the United States-focused 
MRA are frequently used. In some countries (eg France, Germany, Japan, Switzerland), 
domestic master agreements are used by domestic counterparties alongside the GMRA. In 
other countries, the international GMRA is complemented by domestic annexes in order 
to adapt to product-specific and legal circumstances of the respective country (eg Canada). 
The European Master Agreement (EMA) attempts to replace the domestic master agree- 
ments in the euro area, but its use remains limited. In addition, in Italy bilateral contracts 
are used instead of master agreements. In Sweden important market participants like the 
Riksbank and the Swedish National Debt Office have their own contracts for repos; also in 
Japan, the Bank of Japan has its own repurchase agreement contract’ 


C. MASTER AGREEMENTS AND THEIR INTERPRETATION 


Inter-bank contracting in financial markets these days is far removed from the contract 
books with their leisurely negotiation, postal rule, and ‘battle of the forms. Deals done 
electronically or on the telephone are often consummated in a matter of seconds. As indi- 
cated, the Bank of England’s Non-Investment Products Code requires that confirmations 
of deals should be sent electronically. Often a master agreement between banks avoids the 
‘battle of the forms, although the precise terms of each deal will need to be agreed. In the 
event of the parties failing to agree a matter, a court may decline to stretch the language of 
a master agreement to cover it.*° A master agreement may provide that it and each separate 
agreement under it are melded into a single agreement.” 


(i) Timing of a contract 


In principle if parties agree to the essential terms orally or electronically they can be said 
to have contracted there and then. This will be the position with the bulk of inter-bank 
transactions: the oral conversation or electronic communication will be more than a pre- 
liminary exchange or part of the negotiations. The essential terms will have been agreed.“ 
Any written confirmation is then evidence of the terms agreed. This may be made explicit 
in the documentation. For example, the International Foreign Exchange and Currency 
Option Master Agreement was amended in 2006 to read that ‘the Parties acknowledge that 
they intend that they are legally bound by the terms of a [foreign exchange] Transaction of 
Currency Option Transaction from the moment they agree to those terms (whether orally 
or otherwise).*? 


™ Committee on Payment and Settlement Systems, Strengthening repo clearing and settlement arrangements 
(Basle, BIS, 2010), 26. 

* e.g. Finance One Public Company Ltd. v. Lehman Brothers Special Financing Inc. 414 F. 3d 325 (2nd Cir., 
2005) (a governing law clause in an ISDA master agreement did not extend to setoff). 
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8 Bear Stearns Bank plc v. Forum Global Equity Ltd. [2007] EWHC 1576 (Comm). See also Global Asset 
Capital Inc v. Sarl [2017] EWCA Civ 37; Grizzly Business Ltd v. Stena Drilling Ltd [2017] EWCA Civ 94, 

° Published by the New York Foreign Exchange Committee and the British Bankers’ Association. 
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(ii) Contractual terms 


There may be an express provision in the confirmation or other document (e.g. a trans- 
fer certificate) incorporating the terms of a master agreement in the deal.” As a matter 
of principle, even in the absence of an incorporation clause the standard terms may be 
applicable on the basis of reasonable notice, a consistent course of dealing, or a common 
understanding between the parties. With inter-bank dealings there will almost always be 
a master agreement in place. If the master agreement has not been executed by the parties 
it may still be binding because the confirmation (say) provides that it will apply as if it had 
been executed. In the absence of such a provision, it will depend on the circumstances 
whether its terms apply: a course of conduct and trade usage may point to a deal being 
done on the terms of one particular master agreement.*! 

What if the oral deal and the documentation appear inconsistent? The recordings of 
any telephone conversations of dealers may contain a clear agreement which can be used 
to overcome a mistake in the documentation.’ But what of the oral representations in the 
negotiations which have led up to the agreement? In some cases the documentation may 
so clearly express the agreement of the parties that no heed will be paid to them, whether it 
be argued that they constitute a term of the contract or a collateral contract. For example, 
if a confirmation is signed by the other side, and is intended to be the final expression of 
the parties’ agreement as to the terms, evidence of oral representations in the negotiations 
will not be countenanced. In English law this conclusion is now underlined by the doc- 
trine of contractual estoppel.” 

Inconsistencies can also occur between the master agreement and the confirmation. 
There may be a supremacy clause to deal with this eventuality whereby, say, the confirm- 
ation takes priority over the master agreement.™ Similarly, the contract terms will control 
if this is stated, despite their being inconsistent with the definitions promulgated by an 
industry group such as ISDA, which have been incorporated into the contract by refer- 
ence.“ Problems may also arise if the parties seek to modify the terms of the master agree- 
ment. The master agreement, and the relationship of its terms to each other, will have 
been carefully worked through. Attempts to vary terms may not take into account all the 
implications and so can have unintended consequences. 


(iii) Meaning of the terms 


We considered the contextual approach to interpreting commercial contracts adopted in 
English law in the previous chapter.” Here we note the characteristic of the financial world 
of using jargon. Efficiency, product differentiation, a tendency to mystification, the need 
to communicate across borders—all contribute to the sometimes impenetrable language 
of finance. Where words do not bear their plain meaning, the parties may call evidence to 
establish the interpretation to be placed on them. In effect the parties may provide their 
own dictionary of the meaning to be attributed to a particular word or phrase. So the ISDA 


60 Tael One Partners Ltd v. Morgan Stanley & Co International plc [2015] UKSC 12; [2015] Bus LR 278. 
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guides to the master agreements can be used to assist in their interpretation although at 
the end of the day it is the contractual language which is determinative.” In limited cir- 
cumstances there may be an estoppel by convention such that, notwithstanding an express 
reference in a contract, it would be unjust to permit a bank to go back on a shared assump- 
tion between the parties that it is not to apply.” 

We noted earlier that in interpreting a financial contract English commercial courts 
attempt to reach a conclusion which accords with commercial common sense. Thus a term 
in the Loan Market Association standard terms for par trading was interpreted against the 
background that loans may be sold in the secondary market many times.” Interpreting 
a commercial document as a whole in the light of its commercial purpose and the trans- 
actions which it documents is particularly pertinent in the case of standards contracts 
such as the ISDA master agreement.’”! Where there is no obvious absurdity, but simply 
assertions by each side that its own interpretation is more sensible, a court will give effect 
to what they regard as the proper meaning.” That proper meaning may not be the one 
favoured by dominant market opinion, although English courts try to reach outcomes 
which accord with it, in some cases allowing interventions by third parties who are able 
to articulate it.” 


D. ‘SOFT’ LAW: CODES AND GUIDELINES 


Law generally has an ancillary role in the wholesale financial markets—it is assumed that 
the professional players can protect themselves. Nonetheless, both trade associations and 
central banks appreciate that steps are needed to enhance confidence and to minimize 
disputes between professionals. Hence soft law comes into its own. Examples mentioned 
earlier are the Non-Investment Products Code, issued by the Bank of England, the Model 
Code of the ACI-The Financial Markets Association, based in Paris, and the Guidelines 
for Foreign Exchange Trading Activities, prepared by the Foreign Exchange Committee 
under the auspices of the Federal Reserve Bank of New York. 

Banks and other institutions active in these markets have also promulgated codes and 
guidelines of one sort or the other. These codes and guidelines have both a direct and 
indirect impact on inter-bank contracting. Directly they may oblige transactions to be 
conducted in a particular way. Indirectly they may suggest trade usage or they may rule 
out, in practical terms, the possibility of an implied term imposing an obligation contrary 
to their requirements. The link from the code or guidelines must not be too tenuous if they 
are to have legal consequences in any particular contract. 


°° Australia and New Zealand Banking Group Ltd. v. Société Générale [2000] 1 All ER (Comm) 682; [2001] 
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IV. EXCHANGE MARKETS 
AND PAYMENT SYSTEMS 


The inter-bank markets just examined are not formally constituted, and the legal relation- 
ships in particular transactions are typically bilateral. Banks also deal on formal exchanges, 
for example, securities markets (such as the stock exchanges) and futures and deriva- 
tives exchanges. They may do so either on behalf of customers or on their own account. 
Historically these exchanges had trading floors; most are now screen-based. Banks (or 
at least their subsidiaries) are often members of these exchanges and participate directly, 
rather than effecting transactions through broker members. These days, as with the inter- 
bank markets examined earlier, it is difficult to differentiate between national and inter- 
national transactions on exchange markets, at least in international financial centres such 
as London, New York, Chicago, Frankfurt, Tokyo, and Singapore. 

Banks are also members of payment systems. Historically these evolved from the clear- 
ing houses for bankers of the eighteenth century. At first these were voluntary and consti- 
tuted by informal meetings of clerks sent out by their banks to collect cheques drawn on 
each other’s banks. Gradually they became more formalized. Illustrative is how the town 
clearing operated in Lombard Street, London early last century: 


Each clearing bank sends round to the Clearing House at the times fixed for the clearing, 
bundles of ‘articles’ called ‘charges’ each ‘charge’ consisting of cheques drawn upon another 
member of the House ... These are exchanged, entered, and added ... The ‘charges’ received 
by each bank are then taken round to the bank and examined and paid ... As soon as all the 
charges are entered and agreed the work of settlement commences. First of all the clearing 
clerk of each bank strikes a balance between the amounts of his in-clearing and his out- 
clearing with each other bank; the result is the amount which on the day’s working he owes 
to that other bank, or, as the case may be, the amount which that other bank owes to him... 

Each bank takes its ‘summary sheet, which has a column of the names of all the clearing 
bankers with a column on each side for the amounts owing to or from these banks. These 
two columns are added up, and the difference between the two represents the total sum 
owing to or by the bank in question, ‘on general balance’ Each bank keeps an account at the 
Bank of England, and there is also an account called the Clearing Bankers’ Account, and 
the differences are settled by transfers between these accounts.” 


Payment systems now extend well beyond the paper-based system of early-twentieth cen- 
tury Lombard Street. CHIPS is the well-known system for dollar payments run by the 
New York Clearing House Association; Target2, the system owned and operated by the 
Eurosystem; and CHAPS, the London system for payments owned by a group of banks but 
operating with the Bank of England and others; and SWIFT. Payment systems are dealt 
with in greater detail in Chapter 12.” 

As well as the clearing houses for payments there developed clearing houses for stock 
exchanges and commodities. Markets were linked to the relevant clearing houses, and the 
clearing houses were in turn linked to banks so that payment obligations arising in rela- 
tion to the exchanges could be settled. For example, the London Produce Clearing House 
was founded in 1888 to clear coffee and sugar trades. Today as LCH.Clearnet it acts inter- 
nationally for a wide variety of markets and platforms to clear transactions in securities, 
financial derivatives, credit default swaps, foreign exchange, and commodities and freight. 


7 E, Sykes, Banking and Currency (London, Butterworth, 1905), 107-9. 73 See pp. 341-51 later. 
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Despite the technological sophistication of modern clearing systems, the principles at 
work are in part those which operated in Lombard Street in the early 1900s—clearing 
through netting (in that case multilateral netting) and then settlement between the parties 
of net amounts (in that case through the central bank). However, one important difference 
is that central clearing systems now have a key role, especially with securities and deriva- 
tives trading. As we shall see in a moment, contracts may be novated with the central 
clearing system being substituted as the counterparty to every transaction, the system also 
taking margin payments and collateral (security) from its members to protect against the 
risks of matters going wrong. 


A. THE RULES OF THE MARKET/SYSTEM 


Once banks become members of a financial exchange or payment system they enter into 
a multilateral contract, notably the contract represented by the exchange or system rules. 
The multilateral contract arises indirectly, in the sense that a contract between each mem- 
ber and an exchange or payment system results in a contract among the members as a 
whole. The rules for the time being are a multilateral contract among the members. New 
members of an existing exchange or payment system will be admitted on the basis of their 
adherence to the existing provisions. Thus bilateral contracts between banks as members 
of exchanges or payment systems ‘are stitched together and subsumed within a framework 
of multilateral rights and duties.” The rules will prescribe a standard torm for bilateral 
contracting between members to ensure fungibility on an exchange or to facilitate han- 
dling by a payment system. 

Historically some systems of law have regarded the rules of a member association as 
not being justiciable. The view has been that associations are established on a consensual 
basis, and in the absence of a clear indication that members contemplate the creation 
of legal relations their governance is not to be treated as amounting to an enforceable 
contract. It seems clear, however, that the rules of financial exchanges and payment sys- 
tems are legally binding either because property rights or the right to trade is involved, or 
because in terms of contract theory there is an intention to create legal relations. In the 
case of some exchanges and payment systems, it is explicit in the rules that legal relations 
are intended, doubly so if there is a provision for a governing law. The matter may be put 
beyond doubt when a member joins and agrees in writing to be bound by the rules. Apart 
from the rules, however, administrative procedures and technical specifications may not 
be intended to be legally binding but for guidance only. 

Regulatory law may demand that the rules of a payment system or financial exchange be 
enforceable and that members be disciplined for their breach.” Not inconsistently, how- 
ever, the rules of exchanges and payment systems often provide a dispute-resolution pro- 
cedure for members to avoid resort to the courts. There may be internal conciliation and 
arbitration procedures.” 

The rules of a payment system or financial exchange are thus enforceable, one member 
against another, or one member against the exchange or payment system itself. Typically, 
there will be a provision in the rules allowing for their variation from time to time. This 
is because, although a contract cannot be varied without mutual agreement, parties can 


% R. Goode, “The Concept and Implications of a Market in Commercial Law’ [1991] LMCLQ 177, 180. 

” e.g. Financial Services and Markets Act 2000 (Recognition Requirements for Investment Exchanges and 
Clearing Houses) Regulations 2001, 2001 SI No 995, Schedule, paras. 8, 22. 

8 J. Braithwaite, ‘OTC Derivatives, the Courts and Regulatory Reform’ (2012) Capital Markets LJ 364, 376- 
7, App. 2. 
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Figure 8.1 Novation in clearing house 


bind themselves in advance to accept a variation without specific agreement at the time. 
At one end of the spectrum, members must accept the variations made by the operator of 
an exchange or payment system. Near the other end of the spectrum, the substance of the 
rules and changes to them are decided by the members. 

The rules of a payment system or financial exchange may provide for the novation 
of contracts. The benefits of novation include reduced risk, increased market liquidity, 
and decreased transaction costs. In relation to clearing houses associated with exchange 
markets it is common for the clearing house itself to be automatically interposed as 
the principal in a transaction. In other words, the rules cause the rights and duties of 
members in relation to each other to be novated and replaced by rights and duties in 
relation to the clearing house (member X-member Y becomes member X-clearing 
house and clearing house-member Y). The purpose is to have mutuality between each 
member and the clearing house. Members contracting with a defaulting counterparty 
do not bear the loss, which falls on the clearing house.” Since the clearing house now 
bears the risk of default by members, it must constantly assess their standing; monitor 
prices, positions, and transactions on the exchange; and adjust the level of margin and 
security (collateral) through which members provide it with cover in the event of a 
default. See Figure 8.1. 


B. THE POSITION OF NON-MEMBERS 


The rules of a financial exchange or payment system may impose a particular charac- 
ter on the relationship between members and the relevant dealings with their custom- 
ers who are not members. For example, they may treat members not as agents of their 
(undisclosed) customer principals (leading to a contract: customer A-customer B), but as 
principals entering back-to-back or mirrored contracts (customer A-member X; member 
X-member Y; member Y-customer B). 

An important question is the extent to which parties which are not members of a finan- 
cial exchange or payment system are bound by its rules. A simple example is where a 
customer requests its bank to transfer money to a third party or to effect a transaction on 


77 P Wood, English and International Set-Off (London, Sweet & Maxwell, 1989), 527-8. See also M. Hains, 
‘Reflections on the Sydney Futures Exchange Clearing House’ (1994) 5 JBFLP 257. 
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an exchange—is the customer bound by the rules of any payment system or exchange? The 
answer depends on the circumstances. It cannot be said that just because customers are 
not direct parties to the rules they are not bound by them because of privity of contract. 
In English law there is authority that one can be bound by the rules and practices of a 
market (‘trade usage’), irrespective of one’s knowledge of them, if one deals on the market. 
Someone ‘who employs a banker is bound by the usage of bankers."’ The rules and prac- 
tices become binding as implied terms of the customer-bank contract, although where a 
customer is unaware of them they are binding only if reasonable. There is good authority 
for treating a rule of an exchange or payment system as trade usage for the purposes of this 
principle. In particular circumstances the rules of an exchange or payment system may be 
expressly incorporated into the contracts which customers have with the members of the 
exchange or payment system they employ. 

In neither case—trade usage or incorporation—does the exchange or payment system 
have a direct action against the customer in contract. Nor can non-member customers 
proceed against the exchange or payment system itself because of its unfair or improper 
behaviour. Even with novation, the effect of members acting as principals is that it is they 
who enter contracts with the system itself; non-member customers are not parties to any 
contract with the system. In these circumstances a customer’s best chance when complain- 
ing of the system’s unfair or improper behaviour is to seek an administrative law remedy 
or to complain to the regulators. 


C. REGULATION OF MARKETS AND CLEARING SYSTEMS 


One dimension to the regulation of markets and clearing systems is customer protec- 
tion. The common law has long frowned on collusive practices on exchange markets; 
its sanction is to render contracts illegal and unenforceable. Thus manipulation so as 
to give a false impression of price, including the market practice of stabilization, is 
caught, although perhaps not if honestly done, on a limited scale and fully disclosed.” 
Financial exchanges must have rules to ensure that business is conducted in an orderly 
fashion, investors are protected, and adequate default arrangements are in place.” 
Contracts entered into on financial exchanges are thus moulded by the rules which 
regulatory law demands on matters such as how business is to be done with clients or 
where the member has a direct interest in the transaction. Payment system regulation 
is dealt with in Chapter 12. 


" Hare v. Henty (1861) 10 CBNS 65, 142 ER 374, 379. See, e.g., Tidal Energy Limited v. Bank of Scotland ple 
[2014] EWCA Civ 1107, [2014] Bus LR 1167, [48], [57]-[59] (CA); Emerald Meats (London) Ltd. v. AIB Group 
(UK) plc [2002] EWCA Civ. 460 (CA). Cf. Barclays Bank plc v. Bank of England [1985] 1 All ER 385. 

8! Scott v. Brown, Doering, McNab & Co. [1892] 2 QB 724 (CA); Sanderson and Levi v. British Mercantile 
Marine & Share Co. Ltd., The Times, 19 July 1899. See also Financial Services Act 2012, s. 90. 

® Financial Services and Markets Act 2000, part XVIII; Financial Services and Markets Act 2000 
(Recognition Requirements for Investment Exchanges and Clearing Houses) Regulations 2001, 2001 SI No 
995; Financial Conduct Authority, Handbook, Specialist Sourcebooks, REC Recognised Investment Exchanges. 
See B. Penn, ‘Recognised Investment Exchanges (RIEs) and Recognised Clearing Houses (RCHs); in Blair, 
Blair, and Willey (eds.) (n 46). 
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V. BANK SYNDICATES 


A. ‘TRUE’ SYNDICATES AND PARTICIPATION SYNDICATES 


A bank syndicate (or bank consortium) comprises a number of banks associated with each 
other to carry out some enterprise. Typically the banks will be jointly involved in financing 
a company, project, or government, whether through a syndicated loan or similar facility 
or by arranging, managing, and underwriting an issue of securities. The size of, or risks 
involved in, the financing may be so large that no one bank can do it alone. The borrower 
or issuer may wish to involve a number of banks (perhaps from different jurisdictions) 
or a syndicated financing may have the advantage for it of synchronizing matters such 
as repayment periods. The syndicate will be put together by a lead (sometimes called an 
arranger or lead manager) bank or a number of such banks. 

The syndicate may be what can be characterized as a ‘true syndicate, where each bank 
enters into a direct relationship with the borrower/issuer; or it may be what is sometimes 
called a ‘participation’ syndicate, where the lead/arranger bank enters into a bilateral loan or 
purchases the whole of the issue and then sells ‘participations’ in the loan or the securities to 
other banks.** Banks in a syndicate may in turn ‘sell’ their interests to others.“ There may be 
dozens of banks in a syndicate but the essence of the arrangements is as shown in Figure 8.2. 

The relationship between the banks on the one hand and the borrower/issuer on the 
other is examined later.** The issue addressed here is the nature of the inter-bank relation- 
ship in a true syndicate. Before considering this issue directly a little needs to be said about 
the mechanics of syndication and of the relevant contractual terms between the banks 
themselves. For the sake of simplicity let us assume that the borrower/issuer awards a man- 
date to one lead bank to arrange the financing, it becomes the agent bank and the banks in 
the syndicate rank equally. In practice there may be more than one lead and there may be 
a hierarchy of banks with a management group at the apex. The banks’ claims against the 
borrower may be ranked, with the claims of junior creditors being subordinated to those 


| Banky | M [| Bankz | Z 
Eza X 
Eza 
[Borrower Issuer Borrower/Issuer 
‘True’ syndicate ‘Participation’ syndicate 


Figure 8.2 ‘True and ‘Participation’ Syndicates’ 


8 See S. Lucas, ‘Basic Principles of Syndicated Lending, in A. Shutter (ed.), A Practitioners Guide to 
Syndicated Lending (London, Sweet & Maxwell, 2010); A. Mugasha, The Law of Multi-Bank Financing (Oxford, 
Oxford University Press, 2007), ch. 3; G. Skene, ‘Arranger Fees in Syndicated Loans—A Duty to Account to 
Participant Banks?’ (2005) 24 Penn St Int'l L Rev 59. 

* Compare Tael One Partners Ltd. v. Morgan Stanley & Co. International plc [2015] UKSC 12, [2015] Bus 
LR 278 and Lloyds TSB Bank Plc v. Clarke (Liquidator of Socimer International Bank Ltd) [2002] UKPC 27; 
[2002] 2 All ER (Comm) 992 (PC, Bahamas). 

85 See Chapters 14-15 later. 
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of senior creditors. In these circumstances the priority with which the banks are paid, and 
their different entitlements to the proceeds of guarantees and security (collateral), will be 
set out in an intercreditor agreement.” 

How the borrower awards the mandate to the lead bank (e.g. whether after bidding by 
potential leads), the nature of decision-making under the mandate when awarded (e.g. as 
to structuring the syndicate; marketing the loan or securities) and the obligations of the 
lead to the borrower need not concern us here. Our concern is when the lead bank seeks 
to involve other banks—depending on the extent to which they are to retain an interest 
in the financing—by circulating information about the proposed financing, including an 
information memorandum from the borrower, and by inviting them to participate. The 
reputation of the lead bank will have a bearing on matters such as the success, structure, 
pricing, and fees associated with the syndication.” If successful the banks in the syndicate 
will ultimately sign an agreement in which they undertake to provide or subscribe for a 
specified amount of the financing. The banks will also agree terms as to the relationship 
between themselves. 


B. THE SEVERALTY CLAUSE IN CONTEXT: SYNDICATED LOANS 


The true syndicated loan (as we have called it) is frequently described as a series of loans 
which, for convenience, are bundled in one agreement. The severalty clause will provide 
that the rights and obligations of the members of the syndicate are several; failure by any 
one bank to perform its obligations does not absolve the other banks of theirs. Nor does 
it entitle a syndicate bank to enforce the lending commitments to the borrower of the 
other banks.’ (However, a borrower with bargaining power may be able to have a clause 
included obliging the lead/agent bank to use reasonable efforts to find another bank to 
assume the responsibilities of any defaulting bank.™) Each bank will be empowered to 
enforce its rights separately, in as much as these are not relinquished in other parts of the 
agreement. 

However, the banks may agree to be bound by a decision of the ‘majority banks’ (vari- 
ously defined) on whether certain events of default have occurred (e.g. whether there has 
been a material adverse change in circumstances affecting the ability of the borrower to 
perform); whether to call default (i.e. whether to accelerate repayment and cancel the 
loan); and whether to amend the agreement with respect to, or to waive, certain breaches 
by the borrower.”' Rescheduling of the financing may be reserved to the banks as a whole; 
in other words, it requires a unanimous, not just a majority, decision.” Terms under which 


*° e.g. HHY Luxembourg Sarl v. Barclays Bank Plc [2010] EWCA Civ 1248; [2011] 1 BCLC 336 (CA); Saltri 
III Ltd v. MD Mezzanine SA SICAR (t/a Mezzanine Facility Agent) [2012] EWHC 3025 (Comm); [2013] 1 All 
ER (Comm) 661. 

*” M. Campbell and C. Weaver, Syndicated Lending: Practice and Documentation (6th edn., London, 
Euromoney, 2013), chs. 5-6. 

* J. McCahery and A. Schwienbacher, ‘Reputation in the Private Loan Syndication Market, in J. Armour 
and J. Payne (eds.), Rationality in Company Law (Oxford, Hart, 2009). 

® Avenue CLO Fund, Ltd., et al v. Bank of America, NA, 709 F. 3d 1072 (11th Cir., 2013) (a ruling on New 
York law). 

* P. Wood, International Loans, Bonds, Guarantees and Legal Opinions (London, Sweet & Maxwell, 
2007), 8. 

*' Redwood Master Fund Ltd v. TD Bank Europe Ltd [2002] EWHC 2703 (Ch); [2006] 1 BCLC 149. 


” P, Karamanolis, The Legal Implications of Sovereign Syndicated Lending (New York, Oceana, 1992) 
137-8, 173. 
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banks give up their right to sue on an individual basis on default by the borrower are bind- 
ing on them.” 

There will also be a sharing clause, in which each bank typically agrees to share with the 
other banks any recovery payment from the borrower—a discriminatory repayment but 
also a recovery by way of set-off—which is in excess of what the other banks have recov- 
ered (if anything), taking into account the proportion each has contributed.” Sharing may 
be by way of payment to the other banks or the purchase of participations from them. The 
sharing clause may subrogate the recovering bank to the portion of the claims it shares 
with the other banks, so it is not disadvantaged if the borrower argues that it has been fully 
paid. If the sharing clause extends to recoveries by way of legal proceedings as well, there is 
an obvious disincentive to a bank to enforce its individual rights pursuant to the severalty 
clause. Cooperation within the syndicate is consequently encouraged. 

Finally, in our simple example each bank will appoint the agent bank, the lead bank, as 
its agent under the agreement with ministerial functions such as receiving and forwarding 
documents required as a condition precedent to the agreement, setting the interest rate 
pursuant to the agreement, acting as the channel for payment and repayment and holding 
any security as trustee. We return to the position of the agent bank shortly. 


C. SUBSCRIPTION AGREEMENTS FOR SECURITIES ISSUES 


The subscription agreement in a securities issue differs from the syndicated loan agree- 
ment in functional terms. The securities syndicate breaks up after the relatively short time 
taken for the issue to be placed with the investors by comparison with the years a syndi- 
cated loan agreement may last. Generally speaking the banks will not continue to hold the 
securities unless the issue fails to sell and they are underwriters. In practice the distinction 
between securities issues and syndicated lending is breaking down in some respect as 
banks more regularly sell off loan assets.” 

Under the subscription agreement the banks may be in effect individual dealers with 
no joint rights or obligations. On the other hand they may be jointly and severally respon- 
sible for subscribing for the securities.® To the extent that a bank defaults the remain- 
ing banks therefore undertake to subscribe or purchase themselves in proportion to their 
commitments. A lead manager is appointed by all the banks as their agent to do what- 
ever that bank might do, including entering into agreements with the international central 
securities depository (ICSD) and waiving any conditions referred to in the subscription 
agreement. Importantly the lead on behalf of the syndicate may terminate the subscription 
agreement before closing if in its or their opinion there are changed conditions which will 
prejudice the issue (under a force majeure clause).” 


93 e.g. Beal Savings Bank v. Sommer, 865 NE 2d 1210, 8 NY 3d 318 (CA NY, 2007). See P. Epstein, ‘Beal 
v. Sommer: Did Decision on Collective Action in Exercise of Lenders’ Remedies Reflect Contracting Parties’ 
Intent’ (2008) 125 Banking LJ 240; P. Rawlings, ‘The Management of Loan Syndicates and the Rights of 
Individual Lenders’ [2009] 24 JIBLR 179. 

* P, Gabriel, Legal Aspects of Syndicated Loans (London, Butterworths, 1986), 185-7. 

°° See Chapter 16 later. 

% H. Scott, International Finance (17th edn., New York, Foundation Press, 2010), 617. See generally 
E. Ferran and Look Chan Ho, Principles of Corporate Finance Law (2nd edn., Oxford, Oxford University Press, 
2014), 371-3. 

9 T. Prime, International Bonds and Certificates of Deposit (London, Butterworths, 1990), 63-6. See G. 
Treitel, Frustration and Force Majeure (London, Sweet & Maxwell, 2014). 
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D. LEGAL CHARACTERIZATION OF A SYNDICATE 


With this as background we can now approach more sensibly the legal characterization 
of the relationship in our true bank syndicate. There seem to be at least four possibilities. 
First, a syndicate constitutes a partnership between the banks. Secondly, there is a joint 
venture in jurisdictions whose laws recognize this legal creature. Thirdly, a syndicate gives 
rise to fiduciary relationships, notably between the lead/agent bank and the members of 
the syndicate. Fourthly, a syndicate is simply an arm's length contractual relationship gov- 
erned by the terms agreed between the banks. The importance of these different charac- 
terizations is that the legal rights and duties which flow from each vary. 


(i) Partnership 


Partnership is an unlikely candidate, not least for the impractical consequences which 
could follow, such as joint liability of the banks for the individual actions of each other 
and the authority of each bank to bind other members of the syndicate. In any event a 
bank syndicate does not meet the standard definition of partnership as a relationship for 
carrying on business in common with a view to profit. Assume that the provision of one 
syndicated loan (or that a subscription for one issue of securities) has the element of con- 
tinuity or repetition necessary for the members of the syndicate to be said to be carrying 
on business. Assume too that there is sufficient mutuality to satisfy the prerequisite that 
the syndicate carry on the business of lending/subscribing ‘in common: 

However, there is no sharing of profits as demanded of a partnership, even if the cost 
of money to the borrower varies with the profitability of the venture. “The sharing of gross 
returns does not of itself create a partnership.” Each bank bears its own expense of being 
in the syndicate, so that whether the interest payable under the syndicated loan (or what is 
obtained in placing the securities) constitutes a profit, and if so how much, varies for each 
bank. The sharing clause in a syndicated loan agreement cannot affect this conclusion. 


(ii) Joint venture 


Nor is it any more likely that a bank syndicate is a joint venture—the second possibility— 
despite a misguided decision of the New York Supreme Court to this effect. ™ In English 
law ‘joint venture’ is not a term of art, although it is sometimes applied where firms join 
together for the limited purpose of a particular commercial venture, perhaps with a shar- 
ing of the product of the joint venture rather than the profits.'""' A joint venture can be 
associated with fiduciary duties between the joint venturers.’” 

In the United States the joint venture is regarded as a sui generis legal relationship, 
although there is a divergence of views on how it should be characterized. The crucial 
distinction from partnership is said to be that, despite mutual benefit and profit, it is for 
a single undertaking.'"* The consequence of finding that the bank syndicate in the Crédit 
Francais case was a joint venture was that the plaintiff bank could not sue the borrower 
separately unless the syndicate as a whole approved. In factual terms the decision is dis- 
tinguishable since, unlike almost all syndicated loans, this one did not have a severalty 
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e.g. Partnership Act 1890, s. 1 (UK). Cf. Re Canada Deposit Insurance Corp. and Canadian Commercial 
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clause. Recall that that enables any particular bank to sue the borrower although, as we 
saw, that right may be illusory if the sharing clause obliges it to share any proceeds recov- 
ered. No doubt prompted by this decision syndicate agreements sometimes contain a clear 
disclaimer that a joint venture (or partnership) is not being created. 


(iii) A fiduciary relationship? 


That bank syndicates may give rise to fiduciary duties on the part of the lead to the other 
banks receives support from the obiter remarks of the English Court of Appeal (Ackner 
and Oliver LJJ) in UBAF Ltd. v. European American Banking Corp.:'™ 


The transaction into which the plaintiffs were invited to enter, and did enter, was that 
of contributing to a syndicate loan where, as it seems to us, quite clearly the defendants 
were acting in a fiduciary capacity for all the other participants. It was the defendants who 
received the plaintitf’s money and it was the defendants who arranged for and held, on 
behalf of all the participants, the collateral security for the loan. If, therefore, it was within 
the defendant's knowledge at any time whilst they were carrying out their fiduciary duties 
that the security was, as the plaintiffs allege, inadequate, it must, we think, clearly have been 
their duty to inform the participants of that fact and their continued failure to do so would 
constitute a continuing breach of their fiduciary duty. 


These remarks must be treated with caution as a general statement of the law. The case 
involved the sale of an existing loan—a participation syndicate in our terms—when the 
lead/arranger bank was also the trustee of the security for the benefit of participants. In 
these circumstances the fiduciary obligations of the lead are more arguable than in a true 
syndicate where there is no security. Moreover, the remarks do not take into account that 
fiduciary obligations can be modified or negated by the contract. Typically this occurs in 
the documentation for a syndicated loan. 

As is evident in this passage, the consequence of there being a fiduciary duty, if this is 
correct, is that it compounds the situations in which syndicate members will be able to sue 
the lead bank where a venture turns sour. The legal duties imposed on fiduciaries are more 
onerous than those flowing from an arm's length relationship.'” As well as the ordinary 
duty to act with care and skill, fiduciaries must disclose any conflict of interest in relation 
to, or benefit from, the borrower or issuer. A variant of the UBAF approach is suggested by 
some commentators: the lead bank is initially the agent of the borrower, but at some point 
in putting the syndicate together it becomes agent of the syndicate banks and thus owes 
them fiduciary duties.” The ‘shifting obligation’ theory is elusive about the point at which 
this metamorphosis occurs. 

In fact the US federal courts were correct when they concluded that the common law 
requires special circumstances before a lead bank will owe any fiduciary duties to the syn- 
dicate, and that even then it may be a fiduciary in some respects but not others.'” In 


14 [1984] QB 713, 728. See R. Zakrzewski, ‘Syndicated Lending’ in A. McKnight, S. Paterson, and R. Zakrzewski 
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general, the common law demands that, for there to be a fiduciary relationship, there must 
be a reposing of confidence by one party in another—a reasonable expectation on the part 
of a syndicate member that the lead/agent bank will put its interests ahead of its own.'” 
In the normal syndicate the banks are at arm’s length and are not entitled to relax their 
vigilance or independent judgment. Even if UBAF is correct, members of a bank syndicate 
have arguably consented to the lead/agent bank acting in breach of most of its fiduciary 
duties. After all they will be sophisticated enough to know whether it has an established 
banking relationship with the borrower/issuer, that it will be extracting additional fees for 
the role, and generally that it will be pursuing its commercial self-interest. 

In any event fiduciary duties are moulded by their contractual setting. This can be in 
the way a role is defined. It can also be done expressly, as by absolving a fiduciary of its 
duty to avoid or disclose conflicts of interest and ‘secret profits. Thus the typical syndicated 
loan agreement makes clear that the lead/agent bank need not disclose or account to any 
other bank for sums or fees received for its own account. To obviate conflict of interest 
problems standard clauses will also enable the lead/agent bank to engage in banking or 
other business with the borrower, for example as a financial adviser. Further, a clause may 
protect the lead/agent bank if in its judgment it decides not to disclose to the syndicate 
certain of the confidential information it has obtained from the borrower. Freely negoti- 
ated at arm’s length between banks such a clause is in breach of neither common law nor 
statutory restrictions on exclusions from liability.''® The lead/agent bank thus avoids being 
placed in the impossible position where to disclose is in breach of its duty of confidentiai- 
ity to the borrower, but not to disclose is in breach of its fiduciary duties to the syndicate. 
Finally, the agreement may provide explicitly that nothing in it constitutes the lead/agent 
as a fiduciary of the syndicate.” 


(iv) An arm’s length relationship 


Does this mean that the fourth characterization of a bank syndicate, that it is an arm's 
length relationship governed by the terms agreed, is thus the most persuasive?''” Yes, but 
this does not preclude claims against a lead bank by members of the syndicate for breach 
of contract or breach of a duty of care.’ A simple example of the latter is in selecting law- 
yers to draft the documentation, for example, the lead will need to act, as with any person 
providing a service, with reasonable care and skill. This is an easily satisfied standard if it 
chooses a reputable law firm. In any event there may be an express exclusion of liability 
in the documentation and the only issue is whether it is wide enough to cover the breach. 
The lead will need to have systems in place to ensure that its officers do not make negligent 
or fraudulent statements to members of the syndicate, for these may give rise to liability 
on its part. 


1 LAC Minerals Ltd. v. International Corona Resources Ltd. (1989) 61 DLR (4th) 14, 29, 40, 61 (SCC), and 
the academic and other authorities there cited. See p. 274 later. 

'® Kelly v. Cooper [1993] AC 205, 213-15; Henderson v. Merrett Syndicates Ltd. [1995] AC 145, 206; Hospital 
Products Ltd. v. United States Surgical Corporation (1984) 156 CLR 41, 96-7. 

1° National Westminster Bank plc v. Utrecht-America Finance Co. [2001] EWCA Civ. 658, [2001] 3 All ER 
733 (CA). 

‘Loan Market Association, Multicurrency Term and Revolving Facilities Agreement, §§ 26.4-26.5, 26,12. 

"2 L, Clark and S. Farrar, ‘Rights and Duties of Managing and Agent Banks in Syndicated Loans to 
Government Borrowers’ [1982] U Ill. LR 229. See also J. O'Sullivan, ‘The Roles of Managers and Agents in 
Syndicated Loans’ (1992) 3 JBFLP 162. 

"3 Sumitomo Bank v. Banque Bruxelles Lambert SA [1997] 1 Lloyd’s Rep. 487. See G. Skene, ‘Syndicated 
Loans: Arranger and Participant Bank Fiduciary Theory’ (2005) 20 JIBLR 269, 278. 
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E. LEAD’S LIABILITY FOR INFORMATION MEMORANDUM 


A particularly difficult issue is the liability of the lead for misstatements and omissions in 
the information memorandum. The borrower is potentially liable for them since the infor- 
mation memorandum is its document, designed to be distributed to potential members 
of the syndicate. There will be remedies against it at common law or under the agreement, 
since there the borrower will typically represent that the information memorandum is 
not misleading, does not omit material facts, and that there has been no material adverse 
change since its issue. Breach will be an event of default. But what if these remedies are 
illusory because the borrower is insolvent and the only deep pocket is the lead’s? If the 
lead bank has acted purely as a conduit pipe from the borrower to syndicate members, it 
is arguable that there is no assumption of responsibility to found an action in negligent 
misstatement." Treating the lead bank as the borrower’s agent may not advance matters, 
since an agent acting purely ministerially can avoid liability. 

In fact in many cases the lead bank will be intimately involved in the preparation of 
the information memorandum. In these circumstances it may be liable if it has not used 
reasonable care to ensure that the information is accurate—if in the market phraseology 
it has not carried out due diligence. English law may regard the lead as having assumed 
the requisite responsibility, and as far as potential syndicate members are concerned there 
will be the necessary proximity for an action in negligent misstatement as well. In extreme 
cases fraud (deceit) is also a possibility. Yet the lead bank may yet triumph. First, the syn- 
dicate member will have to demonstrate reliance—that it entered the agreement with the 
borrower in reliance on the information memorandum. As a factual matter it may not 
have done so. 

Moreover, a syndicate bank will find it difficult to surmount the usual exclusion clauses 
and disclaimers inserted in the documentation. Typically the information memorandum 
itself will state that all information in it comes from the borrower, that the lead is not mak- 
ing representations or warranties about the accuracy or completeness of the information 
or undertaking to review it, and that each bank should make its own assessment of its 
relevance and accuracy. This will be backed up by similar clauses in the relevant agree- 
ment.''> These terms will generally be effective.''® In the context of the specialist market 
of syndicated lending, involving sophisticated financial players, courts will be reluctant to 
imply contractual representations, or to find an assumption of responsibility, where these 
are inconsistent with the express contractual language. The unfair contract terms legisla- 
tion can have no application in arm's length, commercial contracting between financial 
institutions. It is only in the unlikely event that the lead is fraudulent, or knows that the 
borrower is making a false statement but decides to stand by, that the contractual terms 
will be ignored. 


14 e.g. Royal Bank Trust Co. (Trinidad) Ltd. v. Pampellonne [1987] 1 Lloyd’s Rep. 218 (PC). But see p. 294 
later. 

us D, Halliday and R. Davies, ‘Risks and Responsibilities of the Agent Bank and the Arranging Bank in 
Syndicated Credit Facilities’ (1997) 12 JIBL 182, 185. 

116 e.g. IFE Fund SA v. Goldman Sachs International [2007] EWCA Civ 811; [2007] 2 Lloyd’s Rep. 449 (CA); 
Raiffeisen Zentralbank Österreich AG v. Royal Bank of Scotland Ple [2010] EWHC 1392 (Comm); [2011] 1 
Lloyd's Rep. 123. See also Unicredito Italiano spa v. JP Morgan Chase Bank, 288 Supp. 2d 485 (SDNY 2003). See 
L. Gorton and T. Jorgensen, ‘Roles and Functions of the Lead Bank and the Agent Bank in a Syndicated Loan 
Agreement’ 2009-1 Euredia 33, 61-2; L. Gorton, ‘Syndicated Loans: Information Memoranda—Some Legal 
Implications’ in P. Schaumburg-Miiller and H. Juul (eds.), Vennebog til Lennart Lynge Andersen (Copenhagen, 
Karnov, 2012). 
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F. THE AGENT BANK 


If the lead takes on the position of agent bank once a syndicated loan agreement is in 
force, it may be liable to syndicate members for breach of duty in that role. But even if not 
described as such, its duties will be mainly of a mechanical or administrative nature. The 
agent bank will receive the documents constituting the conditions precedent and other 
information from the borrower, but in all likelihood it will be expressly excused from 
checking their accuracy and completeness on behalf of the syndicate. The agent bank will 
be the conduit for drawdown and payment, yet the agreement may say explicitly that it 
does not hold any funds on trust, nor does it have any fiduciary obligations." In particu- 
lar the agreement may provide that it has no obligation to provide any bank with credit 
information about the borrower, and that the syndicate members must continue to make 
their own independent appraisal. 

In particular circumstances the agent may be authorized by the agreement to enter into 
other agreements as agent, with the result that the banks in the syndicate will be bound.'" 
If the agent acts in another capacity, for example as security trustee, there is scope for 
liability to be imposed on it in that regard.'!” But, generally speaking, its liability as agent is 
limited. Under the general law it is arguable that an agent bank must exercise care and skill 
in monitoring the condition of the borrower, in particular whether any event of default has 
occurred. In practice any such duty will be negated by the agreement, which will generally 
provide that the agent is under no obligation to monitor whether default has occurred— 
the so-called ostrich clause—and is not deemed to have constructive knowledge of any 
event of default. If it does have actual knowledge of default it will simply need to inform 
the syndicate; it is the syndicate which must decide to act either by majority or unani- 
mously as provided for in the agreement. Absent gross negligence or wilful misconduct, 
the agreement will give little scope for any liability on the part of an agent bank to syndi- 
cate members. The duties of an agent bank are limited to those spelt out in the agreement 
and cannot be derived from the common law duties of agents or by the implication of 
terms into the agreement.!”° 
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Cf. the position if the agent bank is insolvent: Re Japan Leasing (Europe) plc [1999] BPIR 911; [2000] 
WTLR 301. 


"* British Energy Power & Energy Trading Ltd v. Credit Suisse [2008] EWCA Civ 53; [2008] 2 All ER 
(Comm) 524; [2008] 1 Lloyd’s Rep. 413 (CA). 

u Saltri II Ltd v. MD Mezzanine SA SICAR (t/a Mezzanine Facility Agent) [2012] EWHC 3025 (Comm); 
[2013] 1 All ER (Comm) 661. 

' Torre Asset Funding Ltd v. Royal Bank of Scotland Plc [2013] EWHC 2670 (Ch), {141]-[148]; Rosserlane 
Consultants Ltd v. Credit Suisse International [2015] EWHC 384 (Ch), [101]-[111]. See C. Qu, “The Fiduciary 
Role of the Manager and the Agent in a Loan Syndicate’ [2000] 12 Bond Law Review 86; L. Gorton and T. 
Jorgensen, ‘Roles and Functions of the Lead Bank and the Agent Bank in a Syndicated Loan Agreement’ (2009) 
1 Euredia—Revue Europeene de Droit Bancaire et Financier 33. 
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LHE DUTY 
OE CONFIDENTIALITY 


The legal duty of confidentiality (or secrecy) which banks owe their customers is not difficult 
conceptually, although we see how the common law got it muddled. The real problems are in 
the application of the doctrine in practice. These are basically two-fold. First, confidentiality 
has a habit of getting in the way of commercially (but not necessarily socially) acceptable 
practices. There is the potential for breaches of confidentiality where a bank performs dif- 
ferent functions. Banks may like to distribute information throughout the corporate group 
so that a range of financial, insurance, and other services can be marketed to customers. 
As well as the situations described in this chapter confidentiality can raise its head later in 
other contexts. For instance, depending on how a bank merger is effected, or on how a bank 
securitizes its assets, unless its agreements with customers permit the transfer of information 
along with the assets there may be a breach of the duty of confidentiality in doing so. 

Secondly, confidentiality frequently acts as a cloak for wrongdoing, often on a mas- 
sive scale, Political leaders who have exploited their people, drug barons, and criminals in 
many shapes and sizes have used the banking system to spirit away their ill-gotten gains. 
Bank confidentiality has then acted as a barrier, sometimes an impenetrable barrier, to 
bringing the culprits to book and recovering the booty.' Confidentiality also provides one 
of the explanations of how international terrorists have transferred financing round the 
world without detection. For many years bank secrecy has enabled those evading tax to 
hide their wealth abroad. 

International instruments sometimes recognize the duty of confidentiality which banks 
owe to customers under national law. Thus the Annex on Financial Services to the General 
Agreement on Trade in Services (the GATS) provides that nothing shall be construed to 
require a Member State to disclose information relating to the affairs and accounts of indi- 
vidual customers.’ 

In the main, however, the trend is for international instruments to require that bank con- 
fidentiality be overridden in the interests of enforcement.’ For example, the 2001 Protocol 
to the European Union Convention on Mutual Assistance in Criminal Matters provides 
an example: a Member State must not invoke banking secrecy as a reason for refusing 
cooperation regarding a request for mutual assistance from another Member State.' 


! R. Ivory, ‘Asset Recovery in Four Dimensions: Returning Wealth to Victim Countries as a Challenge for 
Global Governance; in K. Ligeti and M. Simonato (eds.), Chasing Criminal Money (Oxford, Hart, 2017), 184; 
P. Lilley, Dirty Dealing. The Untold Truth about Global Money Laundering, International Crime and Terrorism 
(3rd edn., London, 2006), 61-7, 88-107; P. Reuter and E. Truman, Chasing Dirty Money. The Fight Against 
Money Laundering (Institute for International Economics, Washington DC, 2004), 60, 130-1, 136-7. 

2 [1994] 1869 UNTS 183; 33 ILM 1167, 2(b). 

3 G. Stessens, Money Laundering (Cambridge, Cambridge University Press, 2000), 333. 

4 [2001] OJ C326/1, Art. 7. 
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As a consequence, Member States must have in place legislation enabling them to override 
bank confidentiality in such cases. Section 33 of the Crime (International Co-operation) 
Act 2003 contains the relevant power in the United Kingdom. In 2009, G20 leaders took 
action to end the era of bank secrecy facilitating tax evasion through the exploitation of 
offshore financial centres." 


J. AN OUTLINE OF THE DUTY 


A. NATURE AND JUSTIFICATION OF THE DUTY 


For Germany it has been said that bank confidentiality is protected by provisions of the fed- 
eral constitution such as Article 2 (the freedom to choose and exercise one’s profession). 
Whether or not this is correct as a matter of German law, provisions such as Article 8 of the 
European Human Rights Convention and Article 7 of the Charter of Fundamental Rights 
for the European Union (respect for a person's private and family life, home, and commu- 
nications), while not bearing directly on the law of bank secrecy, may be used to underpin 
it.’ Notwithstanding that, the argument of this chapter is that both as a matter of law and of 
public policy the duty of confidentiality which a bank owes its customers is a duty which fre- 
quently is, and should be, trumped by the countervailing public interests recognized in both 
the Convention and Charter. 

It is as well to start historically. For it was not until the much-cited decision of Tournier 
v. National Provincial and Union Bank of England* that English law firmly placed an obli- 
gation of confidentiality onto banks. When the matter had been litigated some half a cen- 
tury previously, the courts implied that, while expected, the observance of secrecy by a 
bank was a matter of moral, not legal, obligation.’ Not surprisingly the Bankers’ Magazine 
applauded this approach as entirely in harmony with common sense and common usage— 
bankers would responsibly exercise the trust reposed in them, and there was no need for 
a legal duty.'® And if the relative absence of litigation is any guide, there was something 
to that. Then came Mr Tournier, or rather Mr Fennell, the manager of a branch of the 
National Provincial Bank. Concerned that one of his customers, Tournier, was not paying 
off his some £10 overdraft as agreed, indeed had endorsed one cheque in his favour to a 


° See H. Leikvang, ‘Piercing the Veil of Secrecy: Securing Effective Exchange of Information to Remedy 
the Harmful Effects of Tax Havens’ (2012) 45 Vanderbilt J Trans L 293, 327-33; N. Johannesen and G. Zucman, 
‘The End of Bank Secrecy? An Evaluation of the G20 Tax Haven Crackdown’ (2014) 6 Amer Ec Jl: Ec Policy 65. 
Based on the Convention of Mutual Administrative Assistance in Tax Matter, the OECD Common Reporting 
Standard means the automatic disclosure of information abroad relevant to the taxation of a bank’s customers. 

€ O. Sandrock and E. Klausing, ‘Germany, in R. Cranston (ed.), European Banking Law (London, LLP, 
1993), 91. Cf. N. Horn, ‘Germany, in R. Cranston (ed.), European Banking Law (2nd edn., London, LLP, 1999), 
74. There seems to be no protection for bank customers under the US constitution: United States v. Miller, 425 
US 435, 442 (1976). 

” See D. Feldman, Civil Liberties and Human Rights in England and Wales (2nd edn., Oxford, Clarendon, 
2002), 622; R. Stokes, “The Bankers Duty of Confidentiality, Money Laundering and the Human Rights Act’ 
[2007] J Bus L 502; T. Walsh, “The Banker's Duty of Confidentiality: Dead or Alive?’ (2010) 1(2) Edin SLR 1, 
6-8. 

3 [1924] 1 KB 461. 

° Hardy v. Veasey (1868) LR 3 Ex. 107. See also Tassell v. Cooper (1850) 9 CB 509, 137 ER 990. Cf. Foster 
v. Bank of London (1862) 3 F & F 214, 176 ER 96. See also R. Stokes, “Ihe Genesis of Banking Confidentiality’ 
(2011) 32 J Leg Hist 279. 

'0 “Bankers and their Customers’ (1868) 28 Bankers’ Magazine, 218-19. 
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bookmaker,’ Fennell revealed all to Tournier’s employers, who decided not to employ him 
after his probationary period. Like many of the figures who move briefly into the spotlight 
of the law, Tournier’s ultimate fate at the hands of the courts is unknown, for the Court 
of Appeal ordered a new trial. But the latter's decision spread as authority for the duty of 
bank confidentiality throughout the common law world, albeit that it took some decades 
to reach US shores.” 

Although Tournier is probably the most-cited decision in banking law, it helps little in 
understanding the nature of a bank's duty of confidentiality. Moreover, these days it may 
mislead in relation to the qualifications to the duty. The fact is that the general law of con- 
fidence, of which bank confidentiality is a part, has moved on. However, many banking 
lawyers latch immediately onto Tournier if a problem of confidentiality arises, rather than 
using it against a backdrop of general principle. 

Before elaborating this theme, it is necessary to say a few words about the public-policy 
justifications for the duty of confidentiality, in particular that imposed on banks. Tournier 
itself is of little assistance. The only reason given in the judgments for implying into the 
bank-customer contract a duty of confidentiality is a suggestion by Bankes LJ that ‘[t]he 
credit of a customer depends very largely upon the strict observance of that confidence." 
But credit does not depend on concealing the state of one’s bank account; even in the 1920s 
traders obtained this information by means of bankers’ references without, it might be 
said, the express consent of a customer. Indeed, there is possibly something to Professor 
(now Judge) Posner's argument that concealing vital financial information from creditors, 
which if known would impair the person's reputation, is equivalent to the fraud of a pro- 
ducer concealing defects in its products." 

Posner is concerned that confidentiality (or privacy) is not always economically effi- 
cient. Whatever the validity of this view, there are at least two arguments which can be 
marshalled in favour of imposing a duty of confidence on banks. ‘The first relates to the 
commercially sensitive nature of business information. Information about a business has 
a market value, and doubly so if it is confidential information. It is not difficult to envisage 
situations where disclosure by a bank of confidential information about a business would 
place it in jeopardy from a competitor or predator. The second is perhaps the major argu- 
ment for the duty of bank confidentiality—its value to the individual in protecting per- 
sonal autonomy. In the commercial context this overlaps with the first argument for, in a 
sense, the common concern is with reducing exploitation and domination by others. At a 
very practical level, commercial and private customers value the keeping of their finances 
confidential. A bank which acquired a reputation for not doing this would lose the public’s 
trust.” 

If there are public interests in the law obliging banks to keep customers’ financial infor- 
mation confidential, so too are there public interests on the other side of the equation. The 
modern state could not properly function if its members could keep banking informa- 
tion secret. Some would unfairly avoid paying the proper amount of tax. The integrity of 


1 Normally of course Fennell would never have seen the cheque, but as luck would have it the drawer was 
another of his customers. When it reached his hands he was able by inquiry of the collecting bank to discover 
what Tournier had done with it. 

12 Peterson v. Idaho First National Bank, 367 P 2d 284 (1961) appears the first clear decision. 

3 At 474. 

14 R, Posner, ‘The Right of Privacy’ (1978) 12 Georgia LR 393; ‘Privacy, Secrecy and Reputation’ (1979) 28 
Buff LR 1. Cf. K. Scheppele, Legal Secrets (Chicago, Illinois, Chicago University Press, 1988), 36ff; E. Pollman, 
‘A Corporate Right to Privacy’ (2014) 99 Minnesota LR 27. 

15 R. Wacks, Personal Information (Oxford, Clarendon, 1989), 11-12; ‘International Banking Secrecy’ 
(1990) 23 Vand J Trans L 653, 656-8. 
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markets would be threatened if insiders and manipulators had one more avenue of eva- 
sion. Drug traffickers and others engaged in heinous crimes would be able to launder and 
secrete their gains. Over-indebtedness is a major social problem, and financial institutions 
must also have access to the fullest information about applicants for credit. These are some 
instances of the public interest which are to be placed in the balance with confidentiality. 
The modern technology of banking and its internationalization give added weight to these 
factors. The law does not ignore them, although often their full import for the duty of bank 
confidentiality has not been appreciated. 


B. BASIS OF THE DUTY 


The legal basis of the duty of bank confidentiality varies among jurisdictions.'* In some it 
lies in the general law, in others there are specific provisions for banks. In the European 
Union bank confidentiality is underpinned by data protection laws, which require that 
the personal data of individuals, such as the financial information and information 
about financial transactions held by a bank about its customers, be processed fairly and 
lawfully.” 

At one end of the spectrum are the jurisdictions where the bank’s duty of confidentiality 
is located in the criminal law. Well-known is Article 47 of the Swiss Federal Banking Law, 
which was enacted in 1934 at a time when the Nazis had begun confiscating the prop- 
erty of persons because of their race or beliefs. A banker breaching Article 47 is liable to 
imprisonment or a fine, although if it is done negligently then only a fine can be imposed. 
While originally designed to protect legal behaviour from illegitimate investigation, the 
Swiss law became notorious as a barrier to law-enforcement agencies from other jurisdic- 
tions tracing the proceeds of wrongdoing. The difficulties have been mitigated by a range 
of measures including the Code of Conduct of the Swiss Bankers’ Association, changes 
in the Swiss Penal Code, the introduction of the Money Laundering Act, action by Swiss 
regulators, and agreements with other jurisdictions.'* A Swiss bank, or at least its senior 
management, must know the identity of the beneficial owners of deposits and the eco- 
nomic background of transactions. Switzerland now accepts the principles of information 
exchange in Article 26 of the OECD Model Tax Convention and for this purpose no longer 
narrowly defines tax evasion and tax fraud. 

Yet just as the Swiss banking system was rendering itself less attractive to capital flight, 
money launderers, and others, a number of jurisdictions were successfully transforming 
themselves into offshore financial centres for reasons of economic development. A major 
attraction they offer is a duty on banks, enforceable by the criminal law, to observe 


$ See the country studies in S. Booysen and D. Neo (eds.), Can Banks Still Keep a Secret? Bank Secrecy 
in Financial Centres around the World (Cambridge, Cambridge University Press, 2017); F. Neate and G. 
Godfrey (eds.), Bank Confidentiality (6th edn., Haywards Heath, Bloomsbury Professional & International 
Bar Association, 2015). 

17 From May 2018 Regulation (EU) 2016/679 and Directive (EU) 2016/680 will replace Directive 95/46/EC, 
Processing includes the disclosure of data: see Grace v. Black Horse Ltd [2014] EWCA Civ 1413; [2015] Bus LR 
1 (CA) (finance company’s disclosure to credit rating agency of consumer's ‘default’ under unenforceable credit 
agreement breached data protection legislation). 

'* S, Breitenstein, ‘Switzerland, in Neate and Godfrey (eds.) (see n 16); Swiss Bankers’ Association, The 
Swiss Banking Sector (Basel, 2010), 31-2; B. Bondi, ‘Don't Tread on Me: Has the United States Government’s 
Quest for Customer Records from UBS Sounded the Death Knell for Swiss Bank Secrecy Laws?’ (2010) 30 Nw 
J Int L & Bus 1. Under the Swiss Bank programme of 2013 the US Department of Justice in pursuit of US tax 
evasion entered non-prosecution agreements with some 80 Swiss banks, resulting in the disclosure of informa- 
tion about US customers, and also the payment of huge fines by the banks. 
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confidentiality.” Some of these jurisdictions distinguish between acting as a safe haven for 
funds for what they regard as legitimate reasons on the one hand (e.g. flight capital from 
exchange-control or fiscal laws), and illicit purposes on the other. In practice it may not 
work that way: while bank-secrecy jurisdictions will attract legitimate moneys, they can 
also be used by those who will take advantage of bank secrecy to prevent the creation of 
an audit trail, which investigators can follow. What all jurisdictions must do is to balance 
the value of confidentiality with the need to curb the illegal activity which feeds on it and 
which, in extreme cases, can corrupt the institutions of the state.2° 

Towards the other end of the spectrum are those jurisdictions, of which England is one, 
which found the duty in the common law. A leading commentator on the English law of 
breach of confidence has suggested that its precise jurisdictional source in the common 
law is secondary to the underlying notion; he argues for the existence of a sui generis 
action.” In Tournier the bank's duty of confidentiality was implied in the bank-customer 
contract. These days there must be doubts whether this conclusion would follow, given 
the stringent tests (at least in England) for the implication of contractual terms. Express 
contractual terms governing confidentiality are now being used in financial contracts in 
Britain.” 

In any event contract is not the whole story for otherwise it would be difficult to uphold 
the duty in the case of a potential customer with no contract, or a partner or business asso- 
ciate of a customer in the same position. Nor would protection be afforded against a third 
party disclosing information to whom the bank had either inadvertently or with consent 
disclosed information. The law must and does have a role in protecting confidences in 
these situations independently of contract. It also provides assistance through its remedy 
of the injunction to prevent a breach of any contractual duty. Moreover, there are other 
possibilities. For example a third party might be sued for inducing a bank to disclose infor- 
mation to it in breach of a contractual duty. That’s the precise jurisdictional basis of breach 
of confidence is secondary must be right. 


C. SCOPE OF COMMON LAW DUTY 


At present the starting point in examining the scope of the common law duty of bank 
secrecy lies in the general principles governing breach of confidence, although for the 
future privacy rights may become more important as a ground for analysis. We must look 
to these confidence principles, moulded by the banking context, to fathom the scope of the 
duty. For English Law Lord Goff stated the general principles regarding the duty of confi- 
dence in the leading decision on the subject: 


a duty of confidence arises when confidential information comes to the knowledge of a 
person (the confidant) in circumstances where he has notice, or is held to have agreed, that 
the information is confidential, with the effect that it would be just in all the circumstances 


8 eg. R.-M. Antoine, Confidentiality in Offshore Financial Law (2nd edn., Oxford, Oxford University Press, 
2014), 5-7; B. Malkawi, ‘Bank Secrecy in Arab Countries: A Comparative Study’ (2006) 123 Banking LJ 894. 

2 Antoine, ibid., 20-2; B. Rider, ‘The Practical and Legal Aspects of Interdicting the Flow of Dirty Money’ 
(1996) 3 J. Fin. Crime 234, 236; G. Hilsher, ‘Banking Secrecy’ in E. Effros, Current Legal Issues Affecting Central 
Banks (Washington DC, IMF, 1992), i, 239-40. 

2! T. Aplin, L. Bently, P. Johnson, and S. Malynicz, Gurry on Breach of Confidence (Oxford, Oxford University 
Press, 2012), 99. 

2 Two historical footnotes: (1) there was an express term of secrecy in Tournier’s passbook; and (2) since 
damages were not thought to be available in equity at the time of the decision the court was impelled in the 


direction of contract. 
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that he should be precluded from disclosing the information to others ... To this broad 
general principle there are three limiting principles ... The first ... is that the principle of 
confidentiality only applies to information to the extent that it is confidential ... The second 
limiting principle is that the duty of confidence applies neither to useless information, nor 
to trivia... The third limiting principle ... is that, although the basis of the law’s protection 
of confidence is that there is a public interest that confidences should be preserved and 
protected by the law, nevertheless that public interest may be outweighed by some other 
countervailing public interest which favours disclosure ...”° 


It is at once obvious that it is not only banks which have imposed on them a duty of 
confidentiality. This book is concerned with banks, but we can note in passing that the 
non-banking members of a banking group—the securities arm, the fund management 
subsidiary, and so on—might also be subject to obligations of confidentiality. Moreover, 
it is also obvious that the duty of confidence in the context of banking is not confined to 
information provided by the customer, such as its business transactions: any information 
generated by the bank, including impressions and assessments, or any information which 
comes to it relating to the customer such as business transactions, is protected if it has a 
confidential quality and the circumstances are such as to import the duty of confidence.” 
The details of transactions—(e.g. the names of those whom customers pay or from whom 
they receive payment), the state of customers’ accounts, personal information such as their 
employment—all are clearly covered. There is no reason in principle that the absence of 
information should not be covered: that a customer has not used the account recently, has 
not drawn on a credit line, or has not sought advice in relation to a takeover bid. The pro- 
tection can extend to information acquired by the bank in the course of providing non- 
banking services. Clearly also the duty does not depend on the capacity of the customer. The 
New York rule, which seems to recognize an implied duty of confidentiality between a bank 
and its depositors, but not between a bank and its borrowers, makes no sense in the English 
context.” As with breach of confidence generally, the duty of a confidant bank applies to pre- 
contractual dealings and also survives the termination of the bank-customer relationship. 
Once bank confidentiality is located in general principle it is possible to solve what have 
been thought of as puzzles.™® It is non-trivial information having a generally inaccess- 
ible quality, of which the confidant (the bank) has notice. Thus the very existence of 
As relationship with Bank X is potentially subject to the duty. For one reason creditors 
might wish to freeze or attach a person’s account but to do that need to know where it is 
located. Information which is common knowledge is not, however, subject to the duty.” 
An example is information recorded in a land, company, or securities registry. At one 


* Attorney-General v. Guardian Newspapers Ltd. (No. 2) [1990] 1 AC 109, 281-2 (HL). See also Campbell v. 
MGN Ltd. [2004] UKHL 22; {2004] 2 AC 457 (HL). 

* Tt will be recalled that in Tournier the duty was held (Scrutton LJ contra) to cover the information 
obtained from another bank. 

5 Graney Development Corporation v. Taksen, 400 NYS 2d 717, 720, aff'd. 411 NYS 2d 756 (App. Div. 1978); 
United States Department of Justice v. Chemical Bank NA 882 F. 2d 633 (2nd Cir., 1989); LRC Technologies Inc 
v. HSBC Bank USA, 37 AD 3d 766; 831 NYS 2d 233 (2007). For England: Primary Group (UK) Ltd ~ Royal 
Bank of Scotland Ple [2014] EWHC 1082 (Ch); [2014] 2 All ER (Comm) 1121 (breach by bank by disclosing to 
another member of group information on a corporate borrower). 

% A number of these were raised in R. Goode, “The Banker's Duty of Confidentiality’ [1989] JBL 269. 

?7 In some civil law systems only specific, rather than general, financial information is covered by the duty 
of secrecy; but in English law there is no reason to think that one rather than the other is any more likely to 
have a confidential quality or not be common knowledge: see J.-F. Adelle and M. Samuelian, ‘France’ in Neate 
and Godfrey (eds. (n 16), 359-60. 
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time just because A wrote cheques on her current account with Bank X did not make it 
common knowledge that that was A’s bank. As credit and debit transfers have become 
common, however, customers routinely inform others of the details of their account so 
that payments can be made to or from it. Information about a business’ account might be 
published on documents such as invoices. In these circumstances the fact that A has an 
account with Bank X will no longer be subject to the duty. 

A bank must have notice that the information has a confidential quality. That, generally 
speaking, will be obvious. What of the bank’s state of mind with respect to the breach of 
duty? Does strict liability apply, for example where a hacker accesses the bank’s systems 
and the confidential information stored there? Is it relevant that the bank has installed the 
best security system available? In principle liability for breach of the duty of confidence 
is strict, and the confidant should take steps to protect against it. Negligence is not rele- 
vant to this type of duty, whether it is grounded in contract (where strict performance is 
generally demanded) or equity (which looks rather to good faith). Whether an adequate 
security system is installed goes, however, to the issue of whether the bank has taken steps 
to prevent avoidable risk: it cannot be said to have done so unless it has done everything it 
could to protect the customer’s confidences and the disclosure was inadvertent. 

Third parties who acquire information from a confidant are also bound, as we have 
seen, to respect the confidence. Moreover, in sanctioning the release of confidential infor- 
mation for a particular purpose a person is not relinquishing any claim to general protec- 
tion. If it is used for another purpose there is a breach. Without consent, it is unlawful for 
a bank to use information on its own databases so that the services of third parties (includ- 
ing other members of the banking group) can be marketed. 

As far as remedies are concerned breach of the duty of confidentiality, if serious, justi- 
fies a customer in terminating the banking relationship (if that could not be done in any 
event). It can give rise to damages for the loss caused by the disclosure or to an injunction 
to prevent disclosure. Damages will have a pecuniary character in a commercial context. 
A customer may be able to claim loss of profit on a business which dries up because of 
the breach of confidentiality by the bank.” Outside the commercial context the Financial 
Ombudsman Service in the UK has made awards where a bank has let slip the new address 
of women who had moved away from a partner and as a result suffered physical assault 
and incurred the costs of a yet further house move.” If a personal confidence is breached 
the claim may involve a non-pecuniary element to cover matters like distress. A trivial dis- 
closure may lead to only nominal damages. Not all loss to a customer will be compensated. 
For example, if a customer is obliged to pay tax because of confidential information which 
a bank need not have revealed to the tax authorities, that is not recoverable because the 
customer must pay it in any event. 


D. DUTY NOT TO USE CONFIDENTIAL INFORMATION 


Closely related to the duty of secrecy attaching to confidential information is the duty not 
to misuse it. An example would be the bank which has non-publicly available information, 
shared with it by a corporate customer, about a route for the realization of value in a com- 
pany the customer hopes to acquire, but which the bank then uses to buy the target com- 
pany itself.” These days banks are often bound by express contract not to use confidential 


28 Jackson v. Royal Bank of Scotland plc [2005] UKHL 3; [2005] 1 WLR 377; [2005] 2 All ER 71. 
2° Financial Ombudsman Service, Ombudsman News, Issue 45, April 2005. 
30 CF Partners (UK) LLP v. Barclays Bank plc [2014] EWHC 3049 (Ch). 
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information provided by a customer or potential customer for any purpose other than that 
of evaluating a proposed transaction.” 

Misuse of confidential information may also constitute the tort of unlawful interfer- 
ence with the customer's business interests, breach of fiduciary duty, or breach of privacy 
rights.” Where damages are not an adequate remedy an injunction may issue against the 
bank pursuing a course of conduct triggered by the acquisition of the confidential infor- 
mation. One difficulty, however, is that the duty generally continues only so long as the 
information remains confidential: if publicly available there can be little objection to the 
bank using it. 

Perhaps the greatest obstacle facing a customer is to demonstrate how the misuse of 
the confidential information occurred. A significant lapse of time may negate the causal 
link. Moreover, it is not enough that the bank is galvanized into action by its knowledge 
of the confidential information unless it takes a course of action it would otherwise not 
have contemplated, or unless it uses the actual details of the information to its advantage.** 


II. QUALIFICATIONS TO THE DUTY 


The qualifications to the duty of confidentiality are invariably treated as those spelt out 
in the judgment of Bankes LJ in Tournier: (1) where disclosure is under compulsion of 
law; (2) where there is a duty to the public to disclose; (3) where the interests of the bank 
require disclosure; and (4) where the disclosure is made by the express or implied consent 
of the customer. These are widely regarded in the jurisprudence as exceptions to the duty 
and as if they had statutory force. Some common law jurisdictions have introduced these 
qualifications into legislation.™ They are similar to the conditions to be met for the lawful 
processing of personal data under the data protection law—legal obligation, legitimate 
interests of the data controller, public interest, and consent of the data subject.” 

The advantage of taking the four qualifications in Tournier as gospel is that it is easily 
understood; unfortunately it can mislead. If the law compels the disclosure of informa- 
tion otherwise confidential—the first qualification—it is hardly accurate to say that this 
is an ‘exception’ to the bank's duty of confidentiality. Rather, disclosure is the duty and 
that duty overrides duties which would otherwise obtain. As Diplock LJ put it in one case, 
the overriding duty to disclose is a duty to comply with the law of the land.** Calling this 
an ‘exception’ reflects, of course, the view which common lawyers have of statutory law, 
the main basis of the first qualification. It is a pity that banking lawyers have not retained 
Bankes LJ’s term, ‘qualification. As a matter of law, if one of the qualifications applies the 
duty no longer exists. 

But there are more serious problems than that of faulty conceptualization. One has been 
the tendency of banks to read certain of the qualifications too liberally: notably, banks 
detected an implied consent required by the fourth qualification when, had customers 


*! Financial Law Panel, Confidentiality Agreements in Corporate Finance Transactions (London, 2001), 12. 

* Indata Equipment Supplies Ltd. (t/a Autofleet) v. ACL Ltd [1997] EWCA Civ. 2266, [1998] 1 BCLC 412 
(CA); United Pan-Europe Communications NV v. Deutsche Bank [2000] EWCA Civ. 166, [2000] 2 BCLC 461 
(CA); PJS v News Group Newspapers Ltd [2016] UKSC 26, [2016] 2 WLR 1253. See A. Goymour & S. Watterson, 
“Testing the Boundaries of Conversion: Account-holders, Intangible Property and Economic Harm’ [2012] 
LMCLQ 204. 

3 Arklow Investments Ltd v. Maclean [2000] 1 WLR 594 (PC, New Zealand). 

** e.g. Financial Services Act 2013, ss. 133-4, Sch. 11 (Malaysia). 

** O. Lynskey, The Foundations of EU Data Protection Law (Oxford, Oxford University Press, 2015), 31-2. 

3 Parry-Jones v. Law Society [1969] 1 Ch 1, 9. 
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known that confidential information was to be disclosed, they almost certainly would have 
vetoed it. Another error has been to overlook the general principle that, apart from legal 
compulsion and contract, the duty of confidentiality can be trumped by a countervail- 
ing public interest, as indicated in Lord Goff’s judgment, quoted previously. Bankes LJ’s 
second qualification is firmly grounded, although his example of the banker not being 
permitted to disclose a customer's accounts to the police investigating fraud is no longer 
good law, quite apart from statute. 

Most importantly the third qualification—disclosure in the interests of the bank—does 
not survive developments in the law of confidence and information disclosure.” Bankes 
LJ gave as an example of the third qualification where a bank issues legal proceedings 
claiming payment of an overdraft stating on the face of the claim the amount.” Perhaps 
in ordinary parlance this is the disclosure of confidential information in the interests of 
the bank. As a matter of law, however, it is a disclosure in the public interest in the admin- 
istration of justice. The very phraseology, disclosure in the interests of the bank, is apt to 
mislead, and courts have had to resist the suggestion that just because disclosure is to the 
advantage of the bank does not bring it within the qualification.” 

Sunderland v. Barclays Bank Ltd.” has been cited to support this third qualification; the 
case has never been othcially reported, and this is as it should be. There du Parcq LJ, sitting 
at first instance, upheld the defendant bank’s argument that it was justified in informing 
the plaintiffs husband that most of the cheques passing through the account were for 
bookmakers. As pleaded, the detence was that the disclosure was with the wife’s implied 
consent (the fourth qualification), and thus was the main ground for the decision. Implied 
consent is a tricky notion, as we shall see; in any event it can be argued that it did not 
extend to what the bank said about the gambling, when referring simply to the balance on 
the account would have sufficed. 

Without, it seems, referring to Tournier, du Parcq LJ added that, given the implicit 
demand of the husband for an explanation of what seemed to him to be discourteous 
treatment of his wife by the bank, the manager was entitled to ‘give the information which 
explained what the bank, rightly or wrongly, had done... the interests of the bank required 
disclosure.” Consistent with general principle, the correct interpretation of this passage 
is that it might be in the public interest that potentially damaging statements as to a busi- 
ness’s reputation be immediately refuted by a limited release of confidential information. 

Failure to recognize that the third qualification cannot stand in the light of principle led 
the Jack Committee to consider under this head the practice of banks of passing of con- 
fidential information about customers within their banking group and to outside credit- 
reference agencies. Unhappy with these developments, the committee recommended 
legislation to confine the ‘interests of the bank’ qualification.” In fact, consistent with 
general principle, such practices can be justified only if in the public interest (apart from 
statute or contract). We return to these matters shortly. 

Relying on Tournier to the exclusion of general principle also led the Jack Committee 
to conclude that, in the light of the many statutory obligations on banks to disclose con- 
fidential information, disclosure under the second qualification—where there is a duty to 


37 R. Spearman, ‘Disclosure of Confidential Information’ (2012) 27 BJIB&-FL 78. cf. E. Ellinger, E. Lomnicka, 
and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford University Press, 2011), 192, although 
there is no binding authority. 

38 At 473. See also 479, 481, per Scrutton LJ. See Kaupthing Singer & Friedlander Ltd v. Coomber [2011] 
EWHC 3589 (Ch); [2012] BPIR 774, [52] (disclosure by bank to enforce its rights under a charge not a breach). 

39 X AG v. A Bank [1983] 2 All ER 464, 479. 4 (1938) 5 LDAB 163. " At 164. 

2 Banking Services: Law and Practice, Cm. 622 (London, HMSO, 1989), 31-3, 35-6. 
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the public to disclose—‘will require a very special justification." In fact public interest, 
of which duty in the public interest to disclose is an aspect, lies at the heart of the doc- 
trine of confidentiality; it is the lens through which any qualification to the duty must be 
considered. 


A. COMPULSION OF LAW 


The classic example of compulsion of law is associated with court proceedings. The public 
interest in the administration of justice means that banks can produce information regard- 
less of breach of confidence. The disclosure of information relevant to litigation is essential 
to judicial decision-making. What confidence would the public have if important, relevant 
evidence were withheld? Procedural law is characteristically local. Each jurisdiction has its 
own rules for the production of evidence for court proceedings. In England and elsewhere 
section 7 of the Bankers’ Books Evidence Act 1879 and its equivalents may be used.** This 
enables a litigant to obtain an ex parte order to inspect entries in a bank’s records which 
might be relevant. But the courts do not permit the section to be used ‘for fishing exped- 
itions, and neither will they make orders against those who are not closely connected with 
a case. A raft of case law has grown up around the section: notably, ‘bankers’ books’ has 
been given a narrow interpretation. There are also the powers of the court to order infor- 
mation about bank accounts to facilitate a freezing order or to trace misappropriated or 
mistakenly paid moneys.” 

Apart from court proceedings there are a wide range of situations where banks can 
be required by legislation to disclose confidential information. Each of the multitude of 
statutory obligations on banks to disclose can be supported on public-interest grounds. 
Banking supervision, money-laundering, company fraud, insider dealing, tax evasion, 
drug trafficking, terrorism—these are just some of the legitimate public concerns to which 
bank confidentiality may have to give way.” Either a public or private body may be able to 
trump bank secrecy under this legislation.” It would be tedious to go over the details of 
even a few of the many statutory provisions. A few general remarks are, however, in order. 

First, there is no need for the statute specifically to refer to the bank-customer rela- 
tionship, although in practice it often will. If in its terms it compels the production of the 
particular information covered a court will give it full effect despite the bank's duty of 
confidence. To require the legislation to spell out the large class of relationships involving 
contractual duties of confidentiality, of which that in the bank-customer relationship is 
but one, would be to impose a quite unsupportable judicial restraint upon legislators.” 

Secondly, the statutory provisions do not override confidentiality completely. 
Information, when disclosed, does not become available to the public generally. In the 
main, access to information disclosed is limited. Those who obtain the information will 
be under quite separate statutory duties not to disclose it further. This is the position, in 


At 30. 

“ Wheatley v. Commissioner of Police of the British Virgin Islands [2006] UKPC 24, [2006] 1 WLR 1683 (PC, 
British Virgin Islands). 

4 Bankers Trust v. Shapira [1980] 1 WLR 1274, [1980] 3 All ER 353 (CA); Santander UK Plc v. National 
Westminster Bank Ple [2014] EWHC 2626 (Ch). See also R. Toulson and C. Phipps, Confidentiality (3rd edn., 
London, Sweet & Maxwell, 2012), 268. 

4 e.g. Proceeds of Crime Act 2002, ss. 370, 374; Companies Act 2006, s. 1132(4); Insolvency Act 1986, 
s1236! 

" Case C-580/13, Coty Germany GmbH v. Stadtsparkasse Magdeburg (Fourth Chamber, 16 July 2015) (owner 
of intellectual property rights pursuing alleged counterfeiter). 

4 Smorgan v. Australia and New Zealand Banking Group Ltd (1976) 134 CLR 475, 489. 
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general, with bank supervisors and regulators, although they may be permitted to pass 
on information to other regulators at home or abroad.” One danger in a bank filing a 
suspicious activity report about a customer is that without controls on its dissemination 
it could result in the innocent being unfairly maligned if the suspicion proves baseless.*° 
In some circumstances the disclosure by regulators of confidential information may not 
be subject to bright line rules, but may involve the balancing of interests, for example, the 
public interest in court proceedings in establishing the truth as against the interests in 
maintaining confidentiality." 

Thirdly, when disclosure is mandated a bank has no obligation to its customer to contest 
an apparently lawful and proper request for access. It is neither part of the duty of confi- 
dentiality (which ex hypothesi no longer exists) nor capable of being implied as a matter 
of necessity or efficacy in the bank-customer contract. These considerations also lead to 
the conclusion that a bank is under no general obligation to inform the customer that 
such a request has been made. Public policy also points in this direction, since notifica- 
tion to a customer might hinder or undermine a lawful inquiry or actually constitute an 
offence (the tipping-off offence). At most it may be arguable in particular circumstances 
that a bank has breached its general duty to exercise care in its handling of the request to 
disclose.“ If in serious doubt a bank could seek a declaration from the court: if the court 
takes the view that it should disclose, then it would be able to resist a subsequent action 
by its customer.™ 

Fourthly, the public interest qualification is now underpinned by a number of legisla- 
tive provisions where banks are under a duty to take the initiative to disclose confidential 
information to regulators and law enforcement bodies about suspicious activity by their 
customers. These differ from the statutory provisions so far considered under the compul- 
sion of law head where a disclosure is triggered by a specific demand to the bank. Notable 
public interest obligations on banks to disclosure are of suspicions that their customers are 
involved in money-laundering or terrorist financing. The Money-laundering Directive 
(EU) 2015/849 obliges Member States to have banks inform the proper authorities, on 
their initiative, where they know, suspect, or have reasonable grounds to suspect that 
money-laundering or terrorist financing is being or has been committed or attempted.“ 
Article 37 of the Directive provides for protection of good faith disclosure by a bank from 
a breach of any restriction on disclosure imposed by contract, legislation, regulation, or 
administrative provision, as well as for excusing from liability for such a disclosure even in 
circumstances where they were not precisely aware of the underlying criminal activity and 
regardless of whether illegal activity actually occurred. 

Under UK legislation, the person knowing or suspecting, or having reasonable grounds 
for such, must disclosure to the authorities or to nominated persons in accordance with 


4 Financial Services and Markets Act 2000, ss. 348-9. 

” S, Lander, Review of the Suspicious Activity Reports Regime (the SARs Review) (London, Serious Organised 
Crime Agency, 2006), 29. 
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established procedures within the bank, as soon as practicable after the information or 
other matter comes to its attention.” Most importantly for present purposes, the legisla- 
tion provides for such disclosures to be a ‘protected disclosure’—it ‘is not to be taken to 
breach any restriction on the disclosure of information (however imposed). Where a 
bank makes such a suspicious activity report, a term is implied in the bank-customer con- 
tract which permits it to refuse to execute a payment instruction pending permission from 
the authorities.” In these circumstances a bank if sued by a customer for not complying 
with an instruction may have to establish that it had the requisite knowledge, suspicion, or 
reasonable grounds to justify making the disclosure. 


B. PUBLIC INTEREST 


The second qualification to a bank’s duty of confidentiality is ‘where there is a duty to 
the public to disclose. Examples of this qualification given in the books are when dur- 
ing time of war a customer's dealings indicate trading with the enemy. Analogous is 
notice of terrorist connections if not already covered by legislation. Disclosure under 
the second qualification could be to the police, to regulatory authorities such as the 
banking supervisors, and to an official inquiry into the regulation of banking.*' There 
is of course a clear distinction between the public interest and what the public may be 
interested to know. Historically the qualification was based on the iniquity rule, that 
there is no confidence in an iniquity. In modern formulation, this extends to crime, 
fraud, and misdeeds, both those actually committed and those in contemplation. It is 
clear that in English law the public-interest defence to breach of confidence potentially 
involves a range of public interests. The balancing is not limited to the public interest 
in detecting wrong-doing.® 

Just because legislation now requires the disclosure of information by bankers in a range 
of circumstances does not mean that the public-interest qualification is redundant. There 
is a need for a long stop to deal with other situations, those not covered by statutory pro- 
vision but especially those which are unanticipated. The public interest in preserving the 
confidentiality is balanced against other public interests favouring disclosure. The bank 
may be in a dilemma: namely to disclose will adversely affect its reputation in some circles, 
but to be seen as providing a shield for unsocial activities will damage public confidence. 
It seems that the onus is on the bank to establish the qualification, although whether dis- 
closure is in the public interest will, at the end of the day, be a matter of judicial impression 
rather than evidence. That impression will be influenced by social trends, for example 
the steps taken around the world against money-laundering. Taxation has been seen as a 


5 Proceeds of Crime Act 2002, s. 330; Terrorism Act 2000, s. 21A. 

5 Proceeds of Crime Act 2002, s. 337(1); Terrorism Act 2000, s. 21B(1). 
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different matter, but there has been a considerable shift of opinion and bank secrecy is no 
longer regarded as a legitimate shield for the unlawful proceeds of tax evasion.” 

The public interest qualification will generally be confined to the type of disclosure 
which would be of interest to a proper authority such as the bank regulators or the police. 
For example, it would not be in the public interest for a bank to warn other customers of 
the potential insolvency of one of its customers: if the customer steps back from the brink 
then its reputation may have been fatally wounded in the longer term; if it proceeds to its 
fate then those customers who were warned may be able to steal a march on other credit- 
ors of the insolvent. 

Disclosure of information to credit reference agencies or for credit reference purposes is 
arguably justified for the benefit of the general economy in the case of ‘black’ information 
(information about default). It is sometimes said that the disclosure of ‘white’ or positive 
information is more difficult to justify (whether a customer makes regular payments or its 
total indebtedness or the number and type of financial transactions or products held). As 
well as the advantage to customers with a good record, there are economic benefits, for 
example allowing new banks to assess more accurately applications for loans by smaller 
businesses.” Express authorization of a disclosure or, if that is impossible or impracticable, 
a variation of the banking contract, seems to be the best avenue open to the banks in this 
sort of situation.” This is especially so in the light of data protection laws which makes 
unlawful the use of personal data for a purpose other than that for which it is provided. 
Informed consent makes the use of personal data lawful, but it is not possible to infer con- 
sent from silence alone.” 


C. CUSTOMER'S CONSENT 


Express consent to disclosure by a customer clearly absolves a bank from responsibility for 
breach of confidence. As a matter of prudence a bank is advised to obtain the consent by 
way of a clear and unambiguous clause above a signature box on a form, a positive ‘click’ 
on an internet form, or a positive reply to a specific question on the telephone. Thus loan 
documentation may contain an express consent clause to the bank's passing on informa- 
tion to credit reference agencies about any default. Express consent can be general or qual- 
ified. The latter is limited to the purposes for which it is given. In theory express consent 
can be of infinite duration, but the circumstances may change so much that express con- 
sent, once given, becomes stale. An example is the written consent which banks require 
before releasing information to a customer's auditors about the state of its bank accounts, 
any security, and contingent liabilities. That needs to be periodically renewed. 

Is there, halfway between express and implied consent, a notion of compelled consent, 
whereby A is compelled by law to give her consent to the disclosure of information by her 
bank so that the effectiveness of the consent turns on the circumstances? Within any one 
jurisdiction the notion is redundant, at least in common law jurisdictions. If disclosure is 
compelled, it matters not whether this is effected as a matter of technique by compelling 
either A or her bank. Where two jurisdictions are involved, however, the issue acquires 
some relevance. Say A in New York is compelled by a New York court to consent to the 
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disclosure of information by her bank, Bank X, in the Cayman Islands.“ In an oft-quoted 
decision the Grant Court of the Cayman Islands held that in this situation A would not 
have given her genuine consent—it was compelled consent—and thus Bank X would be 
in breach of the Confident Relationships (Preservation) Law, which made it an offence 
to divulge confidential information without the express or implied consent of the rele- 
vant principal.” The reasoning is unconvincing. It is trite law that the confidence is of the 
customer, not the bank. Once the customer has consented to the disclosure it should not 
matter to a court whether this was voluntary or under compulsion of law, since ipso facto 
the consent dissolves the confidence. The customer’s bank has no independent right to 
maintain the confidence. 

In limited circumstances customers will be treated as having given their implied con- 
sent to a disclosure by their bank. Giving one’s bank as a referee is an example. Similarly, if 
A gives B a payment instrument, A is giving implied consent to B to ask A's bank whether 
it will be paid. Another case which appears to fall under this head is when the guarantors 
of a debt seek information on the extent of their liability. The bank must tell them of their 
existing and contingent liabilities, although if the amount of the debt is greater than the 
limit of the guarantee, they need simply be told that they are liable for the full amount. 
Without the customer’s consent, the guarantor is not entitled to examine her account or to 
have access to details of specific transactions.” 

It is difficult to see how the disclosure of information by a bank to other companies 
in the same banking group can be justified on the basis of implied consent, especially if 
disclosure is so that those other companies can market financial services and investment 
opportunities. In principle, the duty of confidentiality is breached if a bank discloses to 
other companies within the same banking group: although the economic reality may be 
that the bank and the other subsidiary are one, the common law treats them in many 
respects as separate entities.” 

Bankers opinions in response to so-called status inquiries were well-established in the 
nineteenth century in the context of taking bills of exchange in payment. As a leading 
nineteenth-century writer on banking noted: 


If [a trader should] take the bill to the banker's, at whose house it is made payable, and 
say, ‘Gentlemen, I will thank you to inform me if the accepter of this bill be a respect- 
able man—May I safely give goods or money in exchange for it?’ They will reply, ‘Sir, we 
never answer such questions to strangers. But if the holder of this bill keeps an account 
at a banker's he has only to ask his banker to make the inquiry for him, and he will easily 
obtain the most ample information. Among nearly all the bankers in London, the practice 
is established of giving information to each other as to the respectability of their customers. 


“ See Doe v. United States, 487 US 201 (1987); In re Grand Jury Proceedings (Marsoner), 40 F. 3d 959 (9th 
Cir., 1994). 
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For as the bankers themselves are the greatest discounters of bills, it is their interest to fol- 


low this practice; it is indeed the interest of their customers also, of those at least who are 
respectable.” 


Bankers’ opinions did not disclose precise details of accounts and contain coded language. 
The legal justification for breaching the confidence of customers was never satisfactor- 
ily addressed. While mentioning the practice, the judgments in Tournier remained largely 
neutral. Books on banking law eventually developed the rationale that customers impliedly 
consented to the practice or that it was a trade usage. Only Lord Chorley was prepared to 
call the banks’ bluff.” The Court of Appeal finally accepted that Chorley was right: while 
status inquiries are acknowledged and understood as between banks, they are unknown to 
customers whose consent cannot be implied as a result of banking practice.” What is now 
required, therefore, is for banks not to give a banker's reference without the express consent 
of the customer concerned. Moreover, so long as consent is given, there seems no reason why 
opinions should not be given direct to inquirers, rather than routed through their bankers. 


III. INTERNATIONAL DIMENSIONS 


Despite the duty of confidentiality, we have seen that banks in the jurisdiction, even branches 
or subsidiaries of foreign banks, can be compelled at the instigation of public authorities 
or private parties to disclose information about a customer, including their transactions 
with a foreign connection. But what about a customer or bank abroad? A standard method 
of obtaining evidence across borders is by a letter of request (or a letter rogatory): a court 
or tribunal in one country requests the assistance of a court in another county to obtain 
the evidence. The procedure is regulated internationally by bilateral Conventions and the 
multilateral Hague Convention of 1970 on the Taking of Evidence Abroad in Civil and 
Commercial Matters. Within the European Union there are now special provisions for 
this.® English courts will readily comply with such a request, although bank confidenti- 
ality is not overlooked in the balancing exercise of deciding whether to give effect to the 
public interest of assisting the foreign court.” 

An understandable temptation is to avoid the delays and limitation inherent in the 
request procedure and to obtain a court order directed at the local branch of an inter- 
national bank which has the information at one of its branches abroad. Thus A in England 
seeks an order from an English court directed at Bank X in London to produce informa- 
tion held on B at its branch in another jurisdiction. In the past English courts have been 
cool about issuing such orders themselves; the duty of confidentiality and comity have 
weighed heavily in the balance.” For the same reasons the English courts have prevented 
the operation of such orders issued by foreign courts.” If such an order were to be issued, 


72 J, Gilbart, A Practical Treatise on Banking (Sth edn., London, Longman, 1849), 10-11. 

73 Lord Chorley, Law of Banking (6th edn., London, Sweet & Maxwell, 1974), 24. 

74 Turner v. Royal Bank of Scotland Plc [1999] 2 All ER (Comm) 664; [1999] Lloyd's Rep Bank 231 (CA). 

75 See in England and Wales Evidence (Proceedings in Other Jurisdictions) Act 1975; Civil Procedure 
Rules, 34.13; 34.16-21. 

7% Council Regulation (EC) No 1206/2001. 

77 In re State of Norways Application (Nos 1 & 2) [1990] 1 AC 723, 810-11. 

78 Mackinnon v. Donaldson Lufkin and Jenrette Securities Corp. [1986] Ch. 482. 

7 X AG v. A Bank [1983] 2 All ER 464. See also FDC & Co Ltd v. Chase Manhattan Bank NA [1984] 
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banks would find themselves in the invidious position of being in contempt of the English 
court if they complied with the order or of being in breach of the law in the jurisdiction 
where the order was issued if they failed to do so. From the point of view of English law it 
can well be argued that confidentiality has been given too much weight, and other public 
interests too little, in the reluctance to issue such orders, or to respond positively to such 
orders when issued by other jurisdictions. We return to the topic in Chapter 11, where we 
consider the case where one jurisdiction forbids banks from disclosing information but 
another demands it. 

The third avenue to obtaining information is by international cooperation. We consider 
this in the context of cross-border banking in Chapter 11. For example, mutual legal- 
assistance treaties provide for the law-enforcement machinery of one country to be made 
available to assist investigations in other countries. The procedures under the treaties are 
not exclusive. Mutual legal-assistance treaties may require disclosure otherwise in breach 
of local bank secrecy laws.” Mutual legal-assistance treaties have been heavily criminal, 
however, so that they do not necessarily cover regulatory offences. Nor are they neces- 
sarily oriented towards the preliminary inquiries before an offence can be prosecuted. 
However, a less formal arrangement such as a memorandum of understanding (MOU) 
may be available.® 


2 See pp. 323-5 later. *! See pp. 329-30 later. 
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ADVISORY AND 
TRANSACTIONAL LIABILITY 


A recurrent theme of this book is the various roles of the modern bank and the implica- 
tions of these for the law. It is an especially pertinent theme when considering the advisory 
and transactional liability of banks. The fact is that banks enter, on their own behalf and for 
customers, a range of transactions which may give rise to legal liability. Banks may market 
to customers or prospective customers their own financial products, some of considerable 
complexity. There are opportunities for incurring transactional liability, including liabil- 
ity for what is said in relation to them.' Additionally, banks may promote themselves as 
financial advisers to customers. If they are advising on financial products of their own 
devising, they cannot be regarded as independent advisers in the traditional sense. In any 
event there is potential liability, independent perhaps of any specific transaction entered. 

The chapter opens with a discussion of the general principles governing a bank’s liabil- 
itv. The topic can be approached in various ways. One involves a consideration of the 
relevant doctrines whereby banks can incur liability. Section I of the chapter selects just 
a few such doctrines. English law is the main but not exclusive focus. Another approach 
considers the various factual matters which feed into legal decisions about bank liability. 
The same factors recur across different legal doctrines: indeed, they arise for consideration 
in other systems of law. This is the focus of section I] of the chapter. 

Next, the chapter considers advisory liability (section III). This can arise in two main 
ways—a failure to advise where the law imposes a duty to do so, and a failure to advise 
adequately when a bank assumes the task of advising a customer or third party. Then in 
section IV the chapter turns to the English law doctrines—undue influence, unconscion- 
ability, and duress—which have a particular application to transactions involving those 
the law regards as vulnerable. In the main these doctrines need not trouble a bank deal- 
ing with commercial parties. Finally, these particular themes are examined in the specific 
context of ‘lender liability’ (section V). This is generally taken to cover situations in which 
banks may be liable to borrowers and potential borrowers, to their shareholders, directors, 
creditors, and guarantors, and even to other lenders.’ 


' Criminal liability for misleading statements, impressions, and so on (e.g. Financial Services Act 2012, 
ss. 89-90) is outside the scope of this chapter. 

2 This chapter is concerned with bank liability. Of course banks and other lenders are not only defendants: 
for example, in England they have sued accountants and others for losses attributable to negligent advice: e.g. 
South Australia Asset Management Corporation v. York Montague Ltd. [1997] AC 191 (HL); Swynson Ltd v. 
Lowick Rose LLP (In Liquidation) [2017] UKSC 32; [2017] 2 WLR 1161. And see Bayerische Landesbank v, 
Alladin Capital Management LLC, 692 F. 3d (2nd Cir., 2012), a NY case of a bank suing the issuer of synthetic 
collaterized debt obligations. 
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I. DOCTRINAL BASES OF LIABILITY 


Banking law draws heavily on the general law, and no more so than in this area of a bank's 
potential liability. To understand banking law at the doctrinal level demands a consider- 
ation of general law principles. Rooted in contract, the relationship between a bank, its 
customers, and third parties is overlaid with a range of rights and obligations having their 
derivation in tort (delict), equity, restitution, and statute. Indeed, as we shall see, some of 
the leading cases in these areas have been banking cases, in that they involved banks or 
banking transactions.’ Important points of banking law have had to be addressed in the 
context of bank crises and insolvencies.’ 

It would be otiose to set out the basic principles of doctrinal liability, even if it were 
possible within the limited space available. Important aspects of the law of contract as it 
affects banks appear throughout the book. One obvious issue is the nature of the duties 
to which a bank has contractually bound itself. Express terms in any contract must be 
interpreted, and in considering whether a party has acted in accordance with the terms of 
a banking contract reference can be made to the contextual background.’ As we saw in the 
previous chapters many of a bank's contractual duties are strict (e.g. breach of mandate). 
Fault is not typically an element of a bank’s contractual liability. In some cases, however, 
the customer's claim will be that the bank failed to exercise the duty of reasonable care and 
skill implied in the contract. To that duty we shortly return. 

In attempting to attach liability to banks, customers may contend (i) that the express 
terms of a contract with a bank subsume wider duties than are apparent from the words 
themselves; (ii) that these wider duties can be implied into the contract; or (iii) that in any 
event the bank assumed these wider duties. The first argument may turn on the expert 
evidence of bankers—what does it mean to employ a bank in a particular capacity; the 
second on whether it is possible to satisfy the onerous tests for implying terms in contracts 
of obviousness and necessity;’ and the third on the evidence in the case itself, such as any 
claims made by the bank in its advertising and other marketing endeavours. The third 
claim may be a contractual claim (perhaps in collateral contract) or a tortious claim. 

Tort (delict) regularly features in banking claims. Establishing liability for negligent 
misstatement is dealt with in section II of this chapter. Hedley Byrne & Co. Ltd. v. Heller & 
Partners Ltd. is the leading common law case which, as is often forgotten, revolved around 
the liability of a bank for the reference it gave about one of its customers to the claimant 
through another bank. The defendant bank avoided liability only because of the standard 
disclaimer in its bank references. The Hedley Byrne principle raises in one context the 
general issue of how the courts are to impose limits on what could be the indetermin- 
ate or enormous liability for pure economic loss. In the case of negligent misstatement, 
they have done this by making liability turn on the assumption of responsibility towards a 
particular party, giving rise to a special relationship which, although not contractual, has 


‘ Most recently, restitution: see Menelaou v. Bank of Cyprus Plc [2015] UKSC 66; [2016] AC 176. 

" See J. Braithwaite, “The Impact of Crises by Way of the Courts’ (2014) 29 BJIB&FL 147. 

* On principles of contractual interpretation, see pp. 202, 239 earlier. 

“ e.g. IFE Fund SA v. Goldman Sachs International [2007] EWCA Civ 811; [2007] 2 CLC 134 (CA). 

` e.g. Socimer International Bank Ltd (In Liquidation) v. Standard Bank London Ltd. [2008] EWCA Civ 116 
[2008] Bus LR 1304 (CA); Marks and Spencer ple v. BNP Paribas Securities Services Trust Co (Jersey) Ltd. [2015] 
UKSC 72; [2016] AC 742 (UKSC). Cf. Property Alliance Group Ltd. v. Royal Bank of Scotland Plc {2016] EWHC 
3342 (Ch), [400]~-[412] (implied term regarding calculation of LIBOR), see pp. 206-7 earlier. 

2 [1964] AC 465. 
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contractual features. In Hedley Byrne the bank assumed a responsibility towards the claim- 
ant by answering the inquiry made on its behalf by its bank. 

Hedley Byrne has been extended beyond advice-giving to other services where the 
defendant has assumed a responsibility to the claimant and the latter has reasonably fore- 
seeably suffered financial loss as a result of the defendant’s failure to exercise care.’ The 
boundaries and implications of this development are still being worked out on an incre- 
mental basis, in the context of whether in particular circumstances it is fair to impose a 
duty of care.” One such boundary in the context of banking is that contract often defines 
the relationship, including any assumption of responsibility, as between the bank and 
other parties. Notwithstanding a contractual structure in which the bank has no relation- 
ship with a third party, in the particular circumstances it may be held to have assumed a 
responsibility to exercise reasonable care in advising or providing services which it knows 
will be relied on by the third party." 

This part of the chapter confines itself to three areas of doctrine of importance to banks. 
The first concerns the general standard of care the law expects, once a duty of care has been 
established, whether that be in contract or tort, or owing by a fiduciary. Then the poten- 
tial liability of a bank is explored as a fiduciary, constructive trustee, or an accessory. This 
area is singled out because, if given an expanded interpretation, it could lead to extensive 
liabilities being imposed on banks. Finally, there is mention of some emerging standards 
of liability. One is good faith; the others primarily have a statutory base. 


A. DUTY OF CARE 


A duty of reasonable care and skill imposed on anyone providing a service (including giv- 
ing advice) runs through the law. In contracts for the supply of a service UK statutory law 
implies a duty of care.'* The duty of care only applies to the specific services the contract 
contemplates.’ But if, say, a bank as a securities lending agent undertakes by contract 
to perform its obligations in the manner of a prudent securities lending agent would, in 
contacting its client about risks concerning a security held for the client's account, it must 
give a fair view of the risk of default and loss, and what the alternatives are to holding it 
to maturity." 

With commercial parties, banks frequently insert a so-called basis clause, which sets 
out the basis on which the counterparty is contracting, and which limits the duty of care. 
For example it may state that in entering the contract the bank owes no duty to advise 
the counterparty and that the counterparty does not rely on any of the bank's represen- 
tations and has understood the risks and accepts them. We have seen that English law 
upholds these through a doctrine of contractual estoppel.’ Basis clauses are distinguished 


°’ Leading cases include: Henderson v. Merrett Syndicates Ltd. [1995] 2 AC 145 (HL); Spring v. Guardian 
Assurance plc [1995] 2 AC 296 (HL); Customs and Excise Commissioners v. Barclays Bank Plc [2006] UKHL 28; 
[2007] 1 AC 181 (HL). 

10 e.g. Frost v. James Finlay Bank Ltd [2002] EWCA Civ 667; [2002] Lloyd's Rep PN 473 (CA); HSBC Bank 
Plc. v. 5th Avenue Partners Ltd. [2009] EWCA Civ 296; [2009] Lloyd’s Rep FC 338 (CA); Taberna Europe CDO 
II Plc v. Selskabet (Formerly Roskilde Bank A/S) (In Bankruptcy) [2016] EWCA Civ 1262 (CA). 

1! e.g. Riyad Bank v. Ahli United Bank (UK) Ple [2006] EWCA Civ 780; [2006] 2 All ER (Comm) 777; [2006] 
2 Lloyd’s Rep 292 (CA). 

2 Supply of Goods and Services Act 1982, s. 13 (business to business—B2B—contracts); Consumer Rights 
Act 2015, s. 49 (business to consumer—B2C—contracts). 

3 Euroption Strategic Fund Ltd v. Skandinaviska Enskilda Banken AB {2012] EWHC 584 (Comm); [2013] 
TP BERG 125: 

14 Forsta AP-Fonden v. Bank of New York Mellon SA/NV [2013] EWHC 3127 (Comm), [264]. 

15 See pp. 204-5 earlier. 
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from exclusion clauses, and in theory are not subject to control under the Unfair Contract 
Terms Act 1977. If a duty of care is established, a party may still fail in its claim if in the 
ordinary manner it cannot establish breach of the duty, causation, and loss." 

As to the duty of care in tort there are two ways of approaching its existence. First is 
the threefold test for the existence of a such a duty: whether the loss to the claimant was 
a reasonably foreseeable consequence of what the defendant did or failed to do; whether 
the relationship between the parties was one of sufficient proximity; and (the policy issue) 
whether in all the circumstances it is fair, just, and reasonable to impose a duty of care on 
the defendant towards the claimant.’ The other approach is to inquire whether the bank 
(in our case) has assumed any responsibility to the claimant. In practice both approaches 
may be used.'* Even if a duty of care can be established a claimant must establish that it 
has been breached, that the breach caused the loss, and that the loss was foreseeable. Thus 
a bank may not be liable because the cause of loss is another factor, such as the act of a 
fraudster.’ 

After a mass of conflicting case law, notably the challenge to concurrent liability in 
contract and tort posed by the banking case Tai Hing,” it is for the time being settled in 
English law that a claimant may seek compensation for economic loss caused through the 
failure to exercise reasonable care in both contract and tort.” It may be that the contract, 
in accordance with ordinary principles, confines the duty and limits or excludes a claim 
for its breach. Generally speaking it will not matter if a claim is brought in contract rather 
than tort. But there are differences, and one situation where it definitely matters is that 
the limitation period for claims in contract is six years from the date of breach, whereas 
for negligently caused economic loss it may not begin to run until some time after that.” 

With fiduciaries (including trustees) it has long been the position that they must act 
or advise with reasonable care and skill. That duty, along with their other duties, may be 
modified by the terms of an underlying contract.*' It is unclear whether aspects of fidu- 
ciary liability, such as the rules for compensation for loss, will continue to be more gener- 
ous to claimants than their counterparts in contract and tort.” 

Whatever be its conceptual base, what does the duty of reasonable care and skill of a 
bank encompass? It is easy enough to state in theory. The duty is to exercise the care and 
skill of a reasonable bank in carrying out the particular activity concerned. The law does 
not impose liability for what turns out to be an error of judgment, unless the error was such 
that no reasonably well informed and competent bank would have made it. Moreover, two 
reasonable banks can perfectly reasonably come to opposite conclusions on the same set of 
facts without forfeiting their title to be regarded as reasonable. ‘Not every reasonable exer- 
cise of judgment is right, and not every mistaken exercise of judgment is unreasonable: 

Sometimes it will be obvious that a bank is in breach of duty. When there are two ways 
of doing a thing, and one is clearly right and the other doubtful or wrong, it will not be 


' e.g. Rosserlane Consultants Ltd v. Credit Suisse International [2017] EWCA Civ 91 (CA). 

7 Caparo Industries v. Dickman [1990] 2 AC 605 (HL). 

ë e.g, Playboy Club London Ltd. v. Banca Nazionale del Lavoro SpA [2016] EWCA Civ 457; [2016] 1 WLR 
3169 (CA). 

° HSBC Bank Plc v. 5th Avenue Partners Ltd. [2009] EWCA Civ 296; [2009] 1 CLC 503 (CA). 

” Tai Hing Cotton Mill Ltd. v. Liu Chong Hing Bank [1986] AC 80, 107(PC, HK). 

*! Henderson v. Merrett Syndicates Ltd. [1995] 2 AC 145(HL). 

* R. Mulheron, Principles of Tort Law (Cambridge, Cambridge University Press, 2016), 17-18. 

*® Henderson v. Merrett Syndicates Ltd. (n 21) at 206. See p. 274 later. 

4 See AIB Group (UK) Plc v. Mark Redler & Co Solicitors [2014] UKSC 58; [2015] AC 1503 (UKSC); 
Novoship (UK) Ltd. v. Mikhaylyuk [2014] EWCA Civ 908; [2015] QB 499 (CA). 

3 Re W (an infant) [1971] AC 682, 700, per Lord Hailsham LC. 


CHAPTER 10 ADVISORY AND TRANSACTIONAL LIABILITY 273 


exercising reasonable care and skill to follow or advise the latter course. At a practical level, 
the officer of a bank will be in breach of duty in advising a director that a conflict of interest 
regarding a loan she is negotiating for the company need not be disclosed to other direct- 
ors. In more complex cases much will depend on the evidence, in particular the expert 
evidence of what in the particular circumstances should have been done in accordance 
with good practice. It requires strong evidence of a want of care and skill on the part of a 
bank in a case where a customer has incurred a loss on one of many securities, derivatives, 
or foreign-exchange transactions entered. Such transactions, or at least some of them, are 
inherently risky and possible losses are to be anticipated.” 

A bank can be in breach of its duty of reasonable care and skill in failing to make inquir- 
ies. Certain transactions are so out of the ordinary course that they ought to arouse doubts 
and put the bank on inquiry. If the bank fails to inquire, it cannot be said to have acted with 
due care.*’ The Quincecare case* applied the principle in the context of the care and skill 
a bank should exercise in paying money away from a customer’s account: it will be liable 
if it does so knowing that the instruction is dishonestly given by, for example, fraudulent 
directors of the borrowing company, shutting its eyes to the obvious fact of dishonesty, or 
acting recklessly in failing to make such inquiries as an honest and reasonable bank would 
make. Factors such as the standing of the customer, the bank’s knowledge of the person 
giving the instruction, the amount involved, the need for prompt transfer, the presence of 
unusual features, and the scope and means for making reasonable inquiries will be rele- 
vant to liability. 


By FIDUCIARY LAW 


(i) Fiduciary duties and their negation 


The common law (or at least equity) imposes fiduciary duties in certain situations. 
Relationships in certain established categories are automatically fiduciary in character 
(trustee-beneficiary; agent-principal; director-company). Otherwise the law imposes 
fiduciary duties in circumstances where the fiduciary has undertaken to act in the inter- 
ests of the beneficiary to the exclusion of its own interests. Fiduciaries do not all owe the 
same duties in all situations. The type of fiduciary, the nature of the relationship between 
fiduciary and beneficiary, and the contractual context all bear on the nature and extent 
of the duties imposed by law. Key prescriptions are that fiduciaries (1) should not permit 
their private interests to conflict with their duty to a beneficiary of the duty; (2) should 
not permit their duties to one beneficiary to conflict with their duties to another; and (3) 
should not make a secret profit, i.e. a profit from their position which is undisclosed to 
their beneficiaries. A fiduciary may be subject to other duties such as duties of care and of 
confidentiality but these are not fiduciary duties strictly defined.” 

The law is as much concerned with the prevention of a breach of fiduciary duty as 
with an actual breach.” A breach of fiduciary duty can lead to rescission of the contract, 


6 See pp. 287-8 later. 

27 e.g. Morison v. London County and Westminster Bank Ltd. [1914] 3 KB 356, 369, per Buckley LJ; A. L. 
Underwood Ltd. v. Bank of Liverpool and Martins Bank [1924] 1 KB 775, 795, per Atkin LJ. See p. 277 later. 

28 Barclays Bank ple v. Quincecare Ltd. [1992] 4 All ER 363. See also Singularis Holdings Ltd. (In Official 
Liquidation) v. Daiwa Capital Markets Europe Ltd (2017] EWHC 257(Ch). 

2 S. Worthington, ‘Four Questions on Fiduciaries’ (2016) 2 Can J Comp & Contemp L 723, 738-41. See 
also P. Finn, Fiduciary Obligations: 40th Anniversary Republication with Additional Essays (Sydney, Federation 
Press, 2016); Law Commission, Fiduciary Duties of Investment Intermediaries (London, 2014). 

30 Phipps v. Boardman [1967] 2 AC 46, 103-4 (HL). See M. Conaglen, “Ihe Nature and Function of Fiduciary 


Loyalty’ (2005) 121 LQR 452. 
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compensation, or to the fiduciary having to account for any unauthorized profits made. 
The obligation to account for profits does not depend on the customer suffering a loss.” 
Nor is it material that the customer could not have made the profit (although an allow- 
ance from the profit may be made for the fiduciary’s exercise of skill and expertise, and its 
expenses). 

The beneficiaries of these duties may release their fiduciaries provided they fully under- 
stand what their rights are and that they are surrendering them. In traditional language, 
fiduciaries must make full disclosure and obtain the informed consent of their beneficiar- 
ies to their acting inconsistently with their duties. It is difficult to see how in theory a 
generalized disclosure in advance can meet these tests. Nor should implied consent do. 
Moreover, in theory neither contract nor trade practice ought to exempt fiduciaries from 
their duties. However, the trend of modern jurisprudence is that contract may be able to 
define a relationship so that it is not fiduciary in character, or so that the fiduciary duties 
are limited in scope.** When the bank’s contract with a commercial customer expressly 
excludes fiduciary duties, the duties cannot arise. A commercial customers knowledge 
of the conflicting interests which its bank has may mean the duties are excluded in that 
regard.” 

While contracts may modify the scope of fiduciary duties, however, it cannot be that 
contract can be invoked to negate them regardless of the circumstances. The relative 
sophistication of the customer is one factor in determining whether contract has suc- 
cessfully modified a fiduciary obligation, the way the fiduciary has held itself out another. 
Since private customers will not necessarily expect their bank to be conducting conflicting 
business, it will be difficult to imply a contract term negating the undivided loyalty the 
bank may owe if it is a fiduciary. Moreover, courts are likely to construe strictly contractual 
provisions which attempt to modify the normal incidents of a particular fiduciary rela- 
tionship. Such provisions are also likely to have to meet the standards of reasonableness 
and fairness established under unfair contract terms legislation.” 


(ii) Trustees and agents 


So when do fiduciary duties arise? Fiduciary duties are imposed on trustees and agents. 
The position with trustees is relatively straightforward. In acting as a trustee of an estate or 
investment fund a bank must, generally speaking, not invest with itself. That would breach 
its fiduciary duty because of the conflict between its duty to the beneficiaries and its own 
interests. A bank can always make deposits with other banks or invest with other finan- 
cial institutions. But a bank will not be in breach of its fiduciary duty if the trust instru- 
ment empowers it to open accounts or make deposits or investments with itself, despite its 


* e.g. Akita Holdings Ltd v. Attorney General of the Turks and Caicos Islands [2017] UKPC 7; [2017] 2 WLR 
1153 (PC, Turks and Caicos Islands). 

32 Kelly v. Cooper [1993] AC 205 (PC, Bermuda); Clark Boyce v. Mouat [1994] 1 AC 428 (PC, NZ). See S, 
Worthington, ‘Fiduciaries: Following Finn; in T. Bonyhady (ed.), Finns Law (Sydney, Federation Press, 2016), 
62-4; M. Conaglen, Fiduciary Loyalty: Protecting the Due Performance of Non-Fiduciary Duties (Hart, Oxford, 
2010), 178-85. 

* JP Morgan Bank (formerly Chase Manhattan Bank) v. Springwell Navigation Corp [2008] EWHC 1186 
(Comm), [573]-[576]; Australian Securities and Investments Commission v. Citigroup Global Markets Australia 
Pty Ltd. [2007] FCA 963; (2007) 62 ACSR 427. 

4 See pp. 213, 216 earlier. 


5 Marley v. Mutual Security Merchant Bank & Trust Co. Ltd. [1995] CLC 261; {2001] WTLR 483 (PC, 
Jamaica). 
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being a trustee. Beneficiaries are then on the same plane as customers in the event of the 
bank's insolvency.** 

These days in the commercial arena there are a number of examples where the trad- 
itional duties of a bank acting as trustee will often be modified by the contractual setting. 
The example of a trustee of a securities issue is examined in Chapter 15. Another example 
of a divergence from the traditional law of trusts occurs when under a contract a bank acts 
as a nominee (a bare trustee). Then the bank may not be obliged to maintain the integrity 
of the trust assets—the traditional rule—but simply to compensate the beneficiary for any 
loss caused by its breach of duty.” 

The position with agents is slightly more complicated, not least since agency is a malle- 
able concept. (Just because in many securities and derivatives markets banks act vis-à-vis 
other banks on a principal-to-principal basis does not change their status as agents vis-a- 
vis their customers.) Treating a bank as a fiduciary because it is an agent may add little to 
the analysis. For example, the implications of a bank being an agent in carrying out a cus- 
tomer’s payment instructions may be nothing more than it must act with reasonable care 
and skill. That duty is already inherent in the contract for the provision of a service like 
payment. Whether the duty derives from an agent's position as fiduciary or from contract 
may be relevant only when considering ancillary matters such as the measure of damages 
and limitation periods for a claim. 

In some contexts, however, fiduciary analysis may advance the argument. For example, 
agents must not use their position to acquire benefits for themselves at the expense of 
their principals. Therefore the bank instructed by a customer to make certain investments 
cannot buy on its own behalf, move the market against the customer before it buys, or 
take a secret commission on the transaction. If it does, the customer will have a personal 
right to compensation and may also have a proprietary remedy in the event of a bank’s 
insolvency.” 

The fiduciary duties attaching to an agent vary, as already mentioned, with the nature of 
the agency. The bank instructed to buy or sell specific securities, say, has fewer duties than 
if it is the manager of a discretionary fund. Since multiple retainer is contemplated on the 
part of securities dealers, the better view must be that they cannot be obliged to disclose 
to a customer inside information given to them in confidence by another customer for 
whom they also act.” 


(iii) Banks as financial advisers and facilitators 


As indicated, fiduciary duties are also imposed outside the law of trust and agency. 
A duty of confidence between A and B, or an assumption of responsibility to act in B's inter- 
ests to the exclusion of As own interests, have been suggested as the basis for doing so.” 


3 Space Investments Ltd. v. Canadian Imperial Bank of Commerce Trust Co. (Bahamas) Ltd. [1986] 1 WLR 
1072 (PC, Bahamas). See Trustee Act 2000, ss. 3(1), 6(1)(b). 

3 Target Holdings Ltd. v. Redferns (a firm) [1996] 1 AC 421 (HL); AIB Group (UK) Plc v. Mark Redler & 
Co Solicitors [2014] UKSC 58; [2015] AC 1503 (SC). See Law Commission, Fiduciary Duties of Investment 
Intermediaries, Law Com No 350, London, 2014, 68. 

3 FHR European Ventures LLP v. Cedar Capital Partners LLC [2014] UKSC 45; [2015] AC 250 (SC). 

3 Kelly v. Cooper [1993] AC 205, 214. 
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On the other hand, if A makes clear to B that it does not accept the obligation of selfless- 
ness, then a fiduciary duty cannot generally arise, and B is not justified in relaxing its self- 
interested vigilance or independent judgement. 

Generally speaking, a bank acting as depository, financial adviser, or financier is not 
undertaking to prefer the customer's interest to its own."' Moreover, as a matter of policy 
there is a reluctance to overlay ordinary, arm's length commercial relationships with fidu- 
ciary duties. This is because the parties in these situations are assumed to have an adequate 
opportunity to prescribe their own mutual obligations, and the contractual remedies avail- 
able to them to obtain compensation for any breach of those obligations should be sufh- 
cient. It is for this reason that it is unlikely that there are fiduciary duties within a syndicate 
of banks.” Typically the bank-commercial customer relationship is also arm's length.” 

There are situations where courts may impose fiduciary duties on banks outside trust 
and agency. The first is when a bank has assumed the role of financial adviser to the rela- 
tively unsophisticated." As indicated previously, a fiduciary relationship does not arise 
simply because a bank gives an explanation or proffers advice. After all, in doing so it is 
not generally purporting to act selflessly. But the situation may be different if the bank 
has positively assumed the role of financial adviser, and the customer relies on the deci- 
sions being made by the bank, to the bank’s knowledge, and has placed complete faith in 
the bank. 

Secondly, there is the situation where the bank, as investment adviser, proposes to offer 
the customer an investment in which it has a financial interest or where it is the promoter 
of a particular scheme of investment. In this context the bank may be held to the fiduciary 
standard proscribing conflicts of interest.” Then its duty is to furnish the customer with 
all the relevant knowledge which it possesses, concealing nothing which may reasonably 
be regarded as relevant to the making of the investment decision; to give the best advice it 
can give; to reveal the financial interest it has in the investment offered; and to obtain for 
the customer the best terms which the customer would obtain from the third party if the 
bank were to exercise due diligence on behalf of its customer in such a transaction. 

Closely related is the third situation where banks have been held to fiduciary standards. 
Here a bank has led a customer, A, to believe that it will act in the customer's interests 
in advising it on an investment or transaction. In fact the bank is also acting for B or 
is promoting its own interests, to the detriment of As interests. Conceptually the deci- 
sions in this area are not always satisfactory, as courts seem to reason back from certain 
consequences (e.g. a conflict of interest; A has confidential information) to the existence 
of a fiduciary duty.” When the bank has acted for A, or promoted A's interests in the 
past, the fact that their dealings are complete will ordinarily mean that its duties are at an 
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end. The giving by a customer of confidential information to a bank is not sufficient, of 
itself, to create a relationship of trust and confidence to found a fiduciary relationship.” 
Any issue of the misuse of confidential information by the bank is quite separate from the 
existence of a fiduciary relationship. 

If a relationship is fiduciary in character, candour is necessary if a bank is to avoid 
liability for putting interest above duty, or duty to one customer above that to another. 
Candour may be impossible because it would involve breaching a duty of confidence not 
to reveal the affairs of the other customer, and in these circumstances the bank should 
decline to act. 


C. KNOWING RECEIPT AND DISHONEST ASSISTANCE 


Banks may sometimes be implicated in a breach of trust or fiduciary duty. One situation 
is where moneys held with a bank on trust are used in breach of trust. In this situation 
the bank may simply be acting on what it treats as its customers mandate. These days the 
problem arises not infrequently when, in breach of fiduciary duty, a director or officer of 
a company, misuses its assets, e.g. by siphoning them off through the banking system for 
personal use. Typically the wrongdoer has disappeared with the money or is insolvent, 
so the bank is sued. Secondly, there is the bank which on insolvency combines a number 
of the debtors accounts, some containing trust money. Thirdly, there is the reasonable 
banker who on the facts would have had serious cause to question the propriety of a trans- 
action. If the bank does not make proper inquiry into its commercial purpose it cannot 
as a bona fide purchaser without notice defend a third party’s proprietary claim or must 
account to it in a personal claim as a constructive trust.” 

To what extent is the bank in these situations liable in law for any loss of funds experi- 
enced by their owner? Two heads of liability are considered here. First, if a bank has know- 
ingly received funds which have been misappropriated in breach of trust or fiduciary duty 
it may be liable in knowing receipt. The bank must have handled the funds but, import- 
antly, need no longer have them. If the funds can be traced the claim is a proprietary claim. 
But that may be defeated by a bona fide purchaser for value without notice, or the funds 
may have been dissipated or have disappeared. A bank in this position must account for 
the misapplied funds.” 

Secondly, a bank may also be liable as an accessory, even if it has not handled the funds, 
where it has assisted a breach of trust or fiduciary duty (‘dishonest assistance’). This is just 
one possible form of accessory liability. A bank liable in this way must compensate the 
victim for any loss but is not a constructive trustee. Whatever the position with knowing 
receipt, this seems right. As a matter of policy, there is no good reason for giving the claim- 
ant in dishonest assistance a priority in the bank’s insolvency, when that does not occur 
with other forms of accessory liability.°! 
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(i) Knowing receipt 

For this form of liability it must be shown, first, that the funds have been disposed of 
in breach of trust, fiduciary duty, or as a result of some other unconscionable dealing. 
Moneys held on trust and misapplied are obviously caught. So, too, are misapplied corpor- 
ate moneys, since historically directors were treated as if they were trustees of the prop- 
erty of the company under their control so that any wrongful disposition is a breach of 
fiduciary duty. Analysing the disposition in terms of a breach of fiduciary duty has the 
advantage that it can extend beyond directors to employees, who have duties of loyalty to 
their company. Joint venture money may be treated similarly. When there is no trust or 
fiduciary relationship at all, as with an outside thief of corporate funds who disposes of 
them through the banking system, there is no remedy for the company in knowing receipt. 
The bank may be liable on other grounds, for example as an accessory. 

The second prerequisite to an action in knowing receipt is that the bank must have 
received the claimant's funds for its own benefit. Tracing has a role here: the bank received 
funds which can be identified or are traceable into what now represents the funds.” It is 
said that when the fraudulent fiduciary pays the principal’s moneys into his or her account 
and pays it away, that does not constitute beneficial receipt by the bank because the bank is 
merely acting as a conduit or agent for its customer in paying out the funds.** None of this 
accords with basic principle, that as soon as money is paid into an ordinary bank account 
it is, generally speaking, the bank’, to use as it wishes. A bank has been said to receive 
funds beneficially if it applies it to an overdraft or exchanges it into another currency 
(since the bank can use the original currency as its own).™ But a bank can generally use all 
money paid in for its own purposes, whether for foreign exchange or not. 

The notion of beneficial receipt needs to be confined to impose boundaries to bank 
liability. For example, it could be limited to situations of real benefit to the bank, for 
example, the bank charging for services or pressing the customer to reduce its indebted- 
ness under a facility when the customer is of doubtful solvency.* Provided the payment 
to the bank is not later upset in the insolvency as a preference, the bank is in this situation 
clearly benefited. A similar situation is the case of a special transaction account established 
under a facility agreement by the agent bank of a banking syndicate to receive project 
profits in order, inter alia, to repay the loan to the syndicate banks (including itself) and to 
pay itself its fees and expenses. One can appreciate how the agent bank in this case can be 
said to have a beneficial interest in the funds in the account for the purposes of the know- 
ing receipt doctrine." 

Thirdly, liability for knowing receipt demands knowledge on the part of the bank that 
a payment is in breach of trust or fiduciary duty. The first aspect of this is whether the 
knowledge of a bank's officers or agents is regarded as a matter of law as the bank’s know- 
ledge. The only point to note here is that the officers and agents must have the requisite 
knowledge when the bank still holds the money or its proceeds. The second aspect has 
to do with the quality of the requisite knowledge. A classic division is between actual 
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and constructive knowledge. Subsequently, it became popular to refer to five categories 
of knowledge—actual knowledge on the part of the bank; wilfully shutting its eyes to the 
obvious; wilfully and recklessly failing to make such inquiries as an honest and reasonable 
bank would make; knowledge of circumstances which would indicate the facts to an hon- 
est and reasonable bank; and knowledge of circumstances which would put an honest and 
reasonable bank on inquiry.* The five-fold test was later disapproved and what was then 
required was that the bank's state of knowledge of the facts be such as to make it uncon- 
scionable to retain the benefit of the receipt.** But what does this mean in practice? 

One approach would be that knowledge tor knowing receipt should fall at the dishon- 
esty end of the scale.*” The policy justification, which permeates commercial law, is which 
of two parties must carry the loss as the result of a third party’s wrongdoing. Why should 
a bank, if it has not been dishonest, or at least had a clear suspicion that a payment has 
been derived in breach of trust, be accountable for the loss when the company (say) whose 
funds have been plundered has not instituted adequate controls to prevent the wrong- 
doing by its officers? Certainly banks these days have to put in place controls to address 
wrongdoing such as fraud, money-laundering, and terrorist financing and may be crimin- 
ally liable for failure to take reasonable care to detect and report them. But in our system 
of law civil liability has never followed automatically from a statutory breach, since the 
policies behind each can differ. 

The accepted approach is that some more objective standard suffices for personal liabil- 
ity in knowing receipt, knowledge such as to make the recipient’s conduct unconscion- 
able.“ Such an approach enables the court to balance in any particular case the various 
factors bearing on the ultimate question of who is to bear the loss. On this approach 
liability would not arise through a failure to speculate, the mere possibility that a breach of 
duty is involved, or the wisdom of hindsight.® 

In the past the courts have been mindful that to fix banks too readily with knowledge 
would impede the smooth running of the banking system.” The sheer scale and speed of 
payments through the system mean that it is commercially impractical to inquire deeply 
into what, on the face of it, are ordinary and authorized transactions. This is especially 
the case if the person with the proprietary right to the funds is not even a customer of 
the bank. Until alerted to another possibility, it could be said that a bank is entitled to 
assume it is dealing with the honest.” Recall, as well, that a bank will be in breach of man- 
date if it fails to act promptly on a customer’s instructions. However, large payments into 
an account with previous small balances should put a bank on inquiry. If a bank makes 
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inquiry and a reasonable answer is given, it has fulfilled its duty. Whether a bank has com- 
plied with regulatory requirements (e.g. on money-laundering) is also a relevant factor in 
terms of the knowledge attributed to it.° 

There is a case to be made for strict liability in restitution parallel with knowing receipt, 
subject to defences of change of position and bona fide purchaser.” Strict liability, it is said, 
would recognize the restitutionary nature of the claim. At first glance a supporting argument 
from a banking perspective would be that strict liability is imposed on banks if they convert 
negotiable instruments. However, a bank’ statutory defence to an action in conversion is 
if it has acted in good faith and without negligence, even if it has not provided value. Apart 
from the onus being on the bank to establish this defence, this means in effect that the law of 
conversion for banks is more in line with requiring knowledge at the negligence end of the 
scale for liability in knowing receipt than it is with an approach focusing on strict liability. 
Moreover, change of position, which is the central restitutionary defence, is not a defence to 
conversion. Bona fide purchaser has, however, a long history in the law of money. The owner 
of notes and coins, or negotiable instruments, cannot recover them from one providing valu- 
able consideration and acting in good faith.” In short, the negotiable-instruments analogy 
points to the standard of the honest and reasonable banker, rather than strict liability, as the 
standard of liability for knowing receipt. 


(ii) Dishonest assistance 


Even if a bank is not liable for knowing receipt, it may be liable for dishonest assist- 
ance. For example, it may be liable having received funds, but not beneficially as this 
concept is interpreted for the purposes of the knowing-receipt doctrine. Dishonest 
assistance is a form of accessory liability, which sits alongside other instances, such 
as the receipt of information in breach of confidence and inducing breach of trust or 
fiduciary duty.” There is a parallel with accessory liability in the economic torts, such 
as inducing breach of contract.” In particular circumstances it may be possible to pro- 
ceed against a bank in both tort and dishonest assistance. Dishonest assistance has the 
advantage, however, of attracting the remedy of an account of profits as long as there 
is a sufficient causal connection.” Powerful voices argue that dishonest assistance 
ought to be assimilated to other forms of accessory liability or abolished completely.” 
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In the United States the issue is dealt with as a form of common law aiding and abet- 
ting liability.” 

What are the prerequisites for this form of accessory liability? First, there has to be a 
breach of duty by a trustee or fiduciary. That has already been examined in the context of 
knowing receipt. Secondly, the bank has to induce or assist the breach. Thirdly, it has to 
do that dishonestly. There are subjective and objective elements to dishonesty.“ The sub- 
jective element is that the bank must know the elements of the transaction, which make 
participation transgress the ordinary standards of honest behaviour (although it need not 
know the full details or have reflections about what those normally acceptable standards 
are). The objective element is that participation must be dishonest according to commer- 
cially acceptable standards of conduct: deliberately closing one’s eyes and ears; deliberately 
not asking questions lest something untoward be learnt and then proceeding regardless 
where there may be something untoward; suspicion combined with a conscious decision 
not to make inquiries which might result in knowledge; acting in reckless disregard of the 
rights or possible rights of others; indifference to the truth—all these can be tell-tale signs 
of dishonesty.” 

There are a number of problems in sheeting home liability for dishonest assistance to 
a bank. Of particular importance is how the dishonesty of employees or agents is attrib- 
utable to their banks. There is also the issue of establishing dishonesty in the particular 
circumstances. What if there is a suspicion that the bank is involved in a different type of 
breach (e.g. a breach of money-laundering regulations) rather than a breach of duty by a 
fiduciary?” Is it dishonest where the bank suspects a breach of fiduciary duty but decides 
to go ahead having received favourable legal advice? As with knowing receipt, a breach of 
a regulatory provision or a recognized code of practice will have a bearing on whether a 
bank has acted honestly. In many common law countries, with the abolition of civil juries, 
the issue of dishonesty has to be determined by the judge. 


D. EMERGING STANDARDS: GOOD FAITH, DUE 
DILIGENCE, SUITABILITY 


(i) Good faith 


In many jurisdictions good faith is a standard of liability for banks. It is well established 
in civil law countries.” Section 242 of the German Bürgerliches Gesetzbuch BGB) is well 
known and there are cases in the books where it has been applied to banks. There is a push 
Europe-wide for adoption of the standard.” 
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United States courts have applied a requirement that parties negotiate and perform con- 
tracts in good faith and have limited the exercise of contractual rights in bad faith." The duty 
to perform contractual undertakings in good faith derives from section 1-203 of the Uniform 
Commercial Code and, more importantly because of its applicability to all contracts, from 
section 205 of the Restatement of Contracts, Second: ‘Every contract imposes upon each party 
a duty of good faith and fair dealing in its performance and its enforcement: In general terms, 
the more recent commentaries closely associate good faith with notions such as fairness, hon- 
esty, and reasonableness. In the performance of a contract both parties are assumed to agree 
not to do anything to impede its performance, or to injure the right of the other to receive 
its benefit. The good-faith doctrine has been invoked in the context of banking, for example, 
requiring a bank to disclose material information to a commercial counterparty.” 

There are common law courts outside the United States adopting the doctrine of good 
faith as a general standard of liability. In England there is support for the existence of such 
a duty in the performance of relational agreements, those where the parties are in a close, 
contractual relationship over a period.” Good faith already has some specific applications, 
such as in the law of security: later in this chapter we see that the law has long demanded 
that in enforcing the security the collateral-taker must act in good faith and take reason- 
able care. With consumer contracts good faith has been introduced into the law of the 
United Kingdom as a result of the Unfair Terms in Consumer Contracts Directive.*‘In 
other words, it demands a standard of fair dealing by banks, and that banks do not use 
their contractual powers excessively or oppressively, or in a manner which is beyond the 
purpose intended. 

Proponents of good faith in commercial contracts argue that it would be a useful, inter- 
mediate standard between the demands of selflessness in fiduciary law, and the wide scope 
for self-interested behaviour which English law otherwise permits (short of the ‘long-stop’ 
doctrines of undue influence, unconscionability, and duress examined in section IV of 
this chapter). On the other hand critics contend that good faith in the commercial context 
would lead to the uncertainty which English courts, at least, have always deprecated.™ 


(ii) Due diligence 


Due diligence as a standard has emerged from securities law. In the United States a bank 
involved in a public offer of securities must make its own investigations (in relation to 
statements for which it takes responsibility), in other words it is obliged to undertake ‘due 
diligence’ in relation to the issuer and the issue.** Due diligence as a standard has crossed 
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the Atlantic in financial services law. A bank is unlikely ever to be the ‘person respon- 
sible’ under the UK Financial Services and Markets Act 2000 for the listing particulars or 
prospectus relating to an issue of securities.** However, if it is, and these are false or there 
are omissions, it will be liable to investors incurring loss. However, it will be exempted if 
it demonstrates, inter alia, that it reasonably believed, having made reasonable inquiries, 
that the listing particulars or prospectus was true and not misleading, or that the omission 
was properly made.” 

Outside financial services law, due diligence has an important role in mergers and acquisi- 
tions law.“ We have already seen the importance of customer due diligence or know your 
customer, which has been driven by money-laundering and terrorist financing concerns. As 
we have seen, this imposes a duty on banks to make inquiries about their customers, corres- 
pondent banks, and counterparties.’ This seems to be part of a growing trend to make banks 
statutorily liable for unlawful activities which they facilitate by their operations, unless they 
can demonstrate due diligence. 

Due diligence has an emerging base outside regulatory law, and is potentially capable of 
giving rise to civil liability. It has been seen that a bank's duty of care can involve a responsibil- 
ity to act in accordance with good practice and to make inquiries. Failure of a bank to make 
inquiries can also give rise to liability where there has been a breach of duty by a trustee or 
fiduciary and the bank receives funds in which a third party has a propriety interest. In par- 
ticular circumstances a bank may also fail its common law duties—whatever the position 
under the statutory law—if it has not investigated the customers it is representing, checked the 
information it is passing on, or reviewed the services or products it is marketing. Omitting to 
do so may lead to civil liability in contract law, tort, fiduciary law, or restitution. 


(iii) Suitability 

Suitability, too, is a concept most developed in the area of financial services regula- 
tion. Like due diligence, it would apply in more limited circumstances than good faith. 
It imposes a liability on banks marketing investments which are incompatible with the 
needs of customers. A suitability requirement regarding advice could mean somewhere 
along the spectrum between ‘not unsuitable’ through ‘reasonably suitable’ to ‘positively 
and indisputably the most suitable available. There is also a role for the related concept of 
best advice. First developed in the United States,” it is now part of financial services regu- 
lation elsewhere.”! For example, under the Markets in Financial Instruments Directive 
(MiFID II) Member States in the European Union must have suitability and appropriate- 
ness requirements whenever a firm provides investment advice or portfolio management 
services. Generally speaking the firm must obtain sufficient information about the client's 
knowledge and experience, financial situation, and investment objectives to recommend 
what is suitable for that client.” Breach of such rules grounds a claim under statute by pri- 
vate investors suffering loss as a result of the breach.” 


8° See pp. 472-3 later. 8” PSMA 2000, s. 90, Sch. 10, para. 1. 
8 See C. Davis, Due Diligence: Law and Practice (London, Sweet & Maxwell, looseleaf). 
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Compared with due diligence it is not as easy to see any counterpart to the suitability stand- 
ard in the general law at this stage. There might be representations about suitability which, 
if wrong, could found liability unless that was excluded by the basis and exclusion clauses 
likely to be present these days in any bank contract with a commercial counterparty.” English 
courts, at any rate, are unlikely to imply suitability obligations on banks given the high test 
of business necessity for doing this set by the general law.” The obligations of regulatory law 
could be incorporated by reference, but that is unlikely in practice and in any event the stand- 
ard terms of the contract would undoubtedly attempt to exclude liability. 


Il. THE CONTENT OF LIABILITY STANDARDS 


The standards of behaviour the law expects vary in stringency. In some cases these are 
fairly tightly drawn and it is relatively clear what must be done. Thus a bank must per- 
form the duties it has contractually undertaken, for example to pay from the customer's 
account on demand, to pay the beneficiary of a letter of credit on presentation of con- 
forming documents, or to execute immediately its customer’s purchase or sale orders 
in relation to investments. Of course even here there can be some argument—whether 
‘on demand’ means straight away, whether a document actually conforms to the letter of 
credit, whether immediately gives some latitude, and so on. On the other hand, the law's 
standards can be open-textured and it is not readily obvious what is required. The duty to 
exercise reasonable care and skill is an example. 

Between tightly drawn and open-textured standards are intermediate situations: the 
law’s expectations are not necessarily definite, nor completely flexible. For example, the 
duty of a fiduciary to avoid conflicts of interest may be as strict as saying ‘disclose or 
desist, but can also be less onerous as a result of contract. Equitable fraud, such as undue 
influence and unconscionability, is clear about certain forms of behaviour—tor example, 
oppressive conduct—but until fairly recently contained fewer guidelines for banks about 
how to avoid responsibility for the equitable fraud of others.” 

The focus of this section of the chapter is how, as a practical matter, the law gives con- 
tent to its various standards. Put to one side are the jurisprudential aspects of the issue, 
although it is worth commenting that what is essentially practical reasoning is sometimes 
mistakenly elevated into something more. Further, the facts of the case will be influential 
in how it is decided. In this part of the chapter, however, the focus is on three tangible 
sources of the law's practical reasoning—banking practice, banking codes, and bank guid- 
ance. Pertinent to a standard’s content in particular circumstances are the type of banking 
transaction in issue and the relative sophistication of the customer. 


A. BANKING PRACTICE 


Common law courts draw on a variety of sources to give expression to the general behav- 
iour expected of banks if they are to comply with the relevant legal standards. Of long 
standing is the practice of referring to what banks do.” This, however, is variously expressed 


T. Schlueter, Banks as Financial Advisors: A Comparative Study of English and German Law (The Hague, 2001), 
34-7, See also p. 291 later. 
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in the English cases—the ordinary practice of bankers, the practice of reasonable bankers, 
and the practice of careful bankers. Sometimes it will be obvious that a bank is in breach 
of duty. In more complex cases much will depend on the evidence, in particular the expert 
evidence on what should have been done by the bank in the particular circumstances. 

There can be confusion here as the standard the law demands becomes entangled with 
its contents. Analytically the two are distinct, although in particular cases they may merge. 
Thus a practice may be so clearly established and well known in an area in which it is 
alleged to exist that the banks which conduct that type of business may be treated as con- 
tracting with that practice as an implied term. The standard of reasonable care and skill, 
to take another example, tells little about the behaviour the standard requires. While the 
standard is objective, this does not preclude a court from examining the practice of banks 
to assist in deciding what they should do. A third example comes from fiduciary law: the 
practice of banks in relation to customers may indicate that the behaviour of a particular 
bank gave rise to no conflict of interest on the occasion in issue.” 

Clearly what banks ordinarily do may not be sufficient for the law’s purposes. While the 
existence of a common practice over an extended period by persons habitually involved in 
a particular business is evidence of what the law demands, a court will not regard itself as 
bound by that practice if it constitutes lax behaviour.’ In this situation it may be that a few 
banks do engage in acceptable behaviour—the ‘reasonable banks; or the ‘careful bankers’ 
used in some judicial formulations'"'—and it is this which is expected of all banks. In some 
circumstances none of the banks may be conducting themselves to accord with what the 
court decides is acceptable behaviour.” 


B. TRADE ASSOCIATION/REGULATORY RULES 


Acceptable practice is sometimes found in the codes of conduct drawn up by a trade asso- 
ciation. Important incentives for a trade association to draw up these codes are public con- 
cern about a matter and governmental pressure to do something (backed by the threat that 
if nothing is done legislative action is on the cards.) In the retail area in Britain the banking 
codes mentioned in Chapter 7 are an obvious example, although regulation has largely 
replaced them. Illustrative in the wholesale area is the International Code of Conduct 
and Practice for Financial Markets, concerned with foreign exchange dealings, which was 
drawn up by ACI-The Financial Markets Association, based in Paris. Because of its nature, 
the code is not primarily concerned with a bank’s relations with customers, but with how 
banks should organize themselves and act in relation to other banks. Earlier, reference 
was also made to other wholesale industry codes for London and New York.” 

Codes of conduct lay down acceptable standards of behaviour. Some of these may relate 
to matters such as the internal controls a bank should introduce, or to the information it 
should disclose in its financial statements. But some may be directly relevant to its dealings 


Emerald Meats (London) Ltd v. AIB Group (UK) Ltd. [2002] EWCA Civ 460, [16]; Architects of Wine Ltd (in 
liquidation) v. Barclays Bank plc [2007] EWCA Civ 23; [2007] Bus LR D37, [12]. Cf. Royal Bank of Scotland Plc 
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with customers, such as what information it should disclose or advice it should give to 
them. There is no one answer to whether breach of these latter standards will give rise to 
civil liability. As with banking practice, in exceptional cases the provisions of a code may 
constitute trade usage, or otherwise as a matter of English law constitute an implied con- 
tractual term with a customer. Breach then gives rise to the ordinary contractual remedies. 

At the other extreme a court may treat the code’s standards as having nothing to do with 
whether a customer can claim against its bank for the way the bank has conducted itself. In 
other words, a code of practice is treated as precisely that, an indication of how a bank is 
expected to behave, but in formulating it an industry is treated as being unable to alter the 
ordinary principles of legal liability. Therefore, non-compliance with any code provision 
cannot give rise to a claim against a bank for a customer's losses; conversely, compliance 
with the code will not necessarily discharge a bank from responsibility for those losses. 

A third possibility, which has attracted the English courts in recent times, is to use 
an industry code in a non-formulary way in the enunciation of behavioural standards. 
The code is mined for appropriate conduct, which is then said to reflect legal policy. 
Alternatively, the standards laid down in the code are invoked to fortify conclusions said 
to follow as a matter of legal analysis.“ Either way, the code is not determinative of stand- 
ards but assists in their formulation. It can result in a higher duty than under the general 
law.'°> From the point of view of public policy it would be wrong to take standards formu- 
lated by the industry as conclusive of what is desirable. 

In addition to industry codes are the rules of conduct prepared by those regulating an 
industry (‘regulatory codes’). By statute the breach of a regulatory code may automatically 
give rise to civil liability, as with rules drawn up under the Financial Services and Markets 
Act 2000 (FSMA) in the United Kingdom. A private person (essentially an individual or 
a person not acting in the course of a business) who suffers loss as a result of the breach 
of certain Financial Conduct Authority rules has a right to sue for the loss, in addition to 
any cause of action at common law, subject to the defences and other incidents applying 
to actions for breach of statutory duty.'” The clear advantage is that the person needs to 
demonstrate only breach of the rule and resultant loss, not something additional such as 
negligence or breach of fiduciary duty. Sometimes legislation will state expressly that its 
breach will not found civil liability.’ 

If there is no express provision in a regulatory code one way or the other, can its breach 
give rise to civil liability? Just as in the case of trade association codes, regulatory codes 
may be evidence of the standard of commercial conduct reasonably to be expected of 
a bank.'” They may be implied as a term of the bank-customer contract, although the 
difficulties in this should not be underestimated given that they are designed with other 
purposes in mind.” They may also be used in the interpretation of a bank—customer con- 
tract.''' Under the doctrine of breach of statutory duty some regulatory codes may give 
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rise to civil liability when breached. The test for this is easy enough to state: as a matter of 
construction of the relevant statute, are the provisions of the code made under it for the 
protection of a limited class of the public, and is it intended to confer a private right of 
action for damages for their breach? 

However, the precise application of the test in particular circumstances is difficult to 
rationalize or predict. Outside the area of the statutory codes relating to health and safety 
at work, the law has been sparing in vesting in those adversely affected by a breach of a 
statutory duty a right of action for damages.''? Something more must be established, such 
as a common law duty of care or, as indicated, a clear provision indicating that a breach of 
the code constitutes civil liability towards persons who incur loss as a result. 


C. INTERNAL BANK GUIDANCE 


The rules and statements contained in the internal guidance of a bank may be indicative 
of the behaviour the law will demand. The legal analysis parallels that which applies in 
the case of trade association codes. It is clear that the rules and statements are not a direct 
measure of the legal liability of a bank. Breach of them is not conclusive proof of the bank 
failing in its legal duty. They may well fall short of, or they may exceed, what the courts 
regard as the bank's duty in a particular case.''* Customers cannot require a bank to com- 
ply with its own internal rules. Yet the rules and statements in bank guidance afford a valu- 
able criterion of the obvious risks against which the banks think it is their duty to guard. 
Breach of them is a matter to which a court will give close attention. Indeed, it may well be 
said that if they are disregarded that would be evidence of negligence, since they indicate 
what may be reasonably expected of the bank. 


D. TYPE OF TRANSACTION AND CUSTOMER 


Rarely will the type of transaction which a bank enters into for a customer have direct 
doctrinal significance. Thus a loss on a risky transaction or on a volatile market will not 
of itself be evidence of a want of care and skill on the part of a bank under the doctrine 
res ipsa loquitur or give rise to an equitable presumption. The loss will not be under its 
complete control since a foreign-exchange or derivatives transaction is at the mercy of 
unpredictable movements in exchange and interest rates, albeit that protective action can 
be taken.''* Nor does the common law rule about things dangerous in themselves—which 
imposes a peculiar duty to take precautions, and under which it is no excuse to say that 
the accident would not have happened without intermeddling by another—have direct 
application here. Foreign-exchange and derivatives transactions may result in consider- 
able loss, depending on whether certain contingencies occur, but they are not dangerous, 
let alone dangerous in themselves, merely because this possibility exists." 

Yet as a practical matter the type of transaction may feed into judicial decision-making. 
Even when a bank provides a standard service to all customers, a court will bear in mind 
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its nature in reaching a decision about what conduct on the bank's part the relevant legal 
standard requires. The type of transaction weighs more heavily in the balance as it becomes 
tailor-made for the particular customer, the risks associated with it increase, or the mat- 
ter becomes more complex. ‘This does not necessarily mean that the conduct expected of 
a bank becomes more demanding. English courts sometimes take the hard-headed view 
that, in the absence of express contractual terms, customers cannot expect their banks to 
take protective action on their behalf, or to advise them that they are not going to do so, in 
areas such as ‘the man-made jungle of the commodity markets, red in tooth and claw.'* 

Yet if customers are unlikely to appreciate the risks associated with a particular type of 
transaction, or to understand what they are letting themselves in for, the courts are more 
likely to expect a bank to advise them. This is especially the case if customers are relatively 
unsophisticated. That can result from their personal qualities or because they have never 
before made an investment or entered this type of transaction. Vulnerability features in 
some cases in the identification of a fiduciary relationship, and in undue influence and 
unconscionability.''” 

If the bank’s customer is commercially experienced, or its counterparty is a large finan- 
cial institution, however, it does not need the law’s protection. A claim by a sovereign 
wealth fund that it was suborned by a bank is not likely to get very far.''* The courts may 
characterize a relationship as one where the bank representative is making recommenda- 
tions to a sophisticated counterparty really as a salesperson of financial products and so 
not undertaking any duties towards it.'’” Similarly, the parties may be engaged in hard 
bargaining and the relationship such that there are no obligations to the other side. 


The contract was negotiated at arm’s length by two large banks, both of which were advised 
by skilled commercial lawyers. Each bank knew that the other might have information of 
the type described in the clause which would affect the price if it were disclosed. Yet each 
bank expressly agreed that there would be no duty on the part of either bank to disclose the 
information. It was thus agreed by each that the other could deliberately keep to itself infor- 
mation which it knew would assist it to negotiate the price or indeed to decide whether to 
enter into the contract at all.!”° 


Those aware of the risks faced, or capable of discovering them, are on the whole confined 
to the contractual claims they may have. 


ILL. ADVICE 


Some situations clearly involve a bank in giving advice. Advice on mergers and acqui- 
sitions financing, for example, has long been the staple diet of investment (merchant) 
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banking. In other situations a bank may assume the role of financial adviser, However, 
many banking services are not associated with giving advice. The legal issue is whether in 
this situation there is any obligation on a bank to proffer advice or to warn. That is the first 
matter dealt with in this section of the chapter. The second matter addressed is a bank’s 
liability if it actually does give advice, the advice is flawed, and the customer incurs a loss. 


A. DUTY TO ADVISE 
(i) The general rule 


Generally speaking, one party to transaction will be under no obligation to advise the 
other about its nature, prudence, or other features. There has been a historical reluctance 
in common law systems to impose liability for omissions, and the nineteenth-century 
liberal assumption that dealings are between equal and equally knowledgeable parties 
also dies hard, whatever the reality. Circumstances must be special before a failure to act 
becomes culpable. In countless cases English law has taken the robust view that there was 
no obligation on one party to reveal matters to the other, even though highly relevant to 
the transaction. 

So, too, in banking: English courts have held that the bank providing an account for a 
customer need not advise on the risks, or on the tax implications, of certain payments in 
relation to it.'"'! Nor need it advise customers of a more advantageous type of account it is 
providing.'~ In the lending context, a bank is not ordinarily under a duty to advise on the 
wisdom of a commercial project for the purpose for which it is asked to lend money.” If 
the bank examines the details of the project for the purpose of deciding whether or not to 
make the loan, it does that for its own prudent purposes as lender, and not for the benefit 
of the proposed borrower.'** As we have seen, a bank may pass on information about, say, 
an investment. So long as it does not cross what might be the fine line which separates, on 
the one hand, the activity of giving information and, on the other hand, the activity of giv- 
ing advice, the English courts take the view that there is neither justification nor need for 
the imposition of a duty to advise as to the nature of the inherent risks.'* 

Take the bank selling financial products, be they derivatives or interests in a collective 
investment scheme. In this type of situation the bank may be acting as a salesperson, and 
not assuming any responsibility as an adviser.'*° In any event, a sophisticated commercial 
customer which does not understand the risks associated with, say, a derivatives trans- 
action will be assumed to have the capacity to find out. Legal and other advice can easily 
be taken. While the bank will be under a duty to represent fairly and accurately any facts 
presented about the transaction, it will not generally speaking be under a duty to explain 
or warn.!” The contract with the bank will typically underline the point in a basis clause, 
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that the party is not relying on the bank to give it advice.'** For less sophisticated parties, 
however, the law is more willing to oblige the bank positively to advise the customer, espe- 
cially if the bank’s own products are involved and they lack transparency. 

However, in some situations English law has recognized a duty to advise, even in the 
absence of a contractual undertaking to do so. The matter has not been approached in a 
systematic way, either doctrinally, or taking into account factors such as the cost of provid- 
ing advice, the knowledge of the other party, that other party's reasonable expectations and 
the risks associated with any transaction. The duty to advise is a collection of the single 
instances. 


(ii) Situations imposing a duty to advise or explain 

Absent a contractual duty, the first situation where the law imposes a duty to advise is 
where a failure to speak or act constitutes a misrepresentation. Thus a half-truth may con- 
stitute a misrepresentation in law, as where a bank canvasses the advantages, but not the 
risks, of a transaction with a customer. The bank must tell the whole story. A bank's adver- 
tising may be relevant in this respect. So, too, with a representation which is later discov- 
ered to be faulty, or which subsequent events falsify—the bank must speak and correct it 
before the transaction is closed. Conduct capable of giving rise to an estoppel may also 
found a claim for misrepresentation. However, reliance is essential to a misrepresentation 
claim, and a customer may not be able to show that it was led to believe that a represen- 
tation was being made and that it relied on it. An investment product may be wrongly 
described initially, but there will be no liability if the party does not read the final terms 
and conditions, which would have made its nature clear, but enters the transaction because 
of its own assumption that the product corresponds to the description given earlier.'~ 

Secondly, there can be liability for a failure to disclose in precontractual negotiations if 
there has been a voluntary assumption of responsibility to do so and reliance by the cus- 
tomer.'* In some cases, having regard to the special circumstances and the relationship 
between the parties, a voluntary assumption of responsibility may be deemed to have been 
undertaken. Ordinarily this will not occur in precontractual negotiations between a bank 
and a customer, even if there is an established relationship between the two. 

Thirdly, in Cornish v. Midland Bank,'*' Glidewell LJ said that once a bank enters upon 
the task of advising a customer, it is obliged to ‘explain fully and properly’ about the nature 
of the borrowing. Fulfilling the duty may thus demand a full account of the attendant risks 
and the disadvantages of the particular transaction. The Cornish case has sometimes being 
used to justify a duty to offer a full explanation of the nature of the banking products it 
is selling the customer.' This has sometimes been characterized as a mezzanine duty, 
between the basic duty not to mislead and the more onerous duty to advise. In several 
Australian decisions a Cornish type of approach has been applied."? 
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Fourthly, if a relationship is fiduciary in character, then disclosure is necessary if a 
person is to avoid liability for putting interest above duty, or duty to one above duty to 
another. Recall the potential conflicts of interest in the multifunctional bank. Make full 
disclosure of any conflict to the customer, and the bank is absolved of any wrongdoing. Yet 
disclosure of a conflict of interest may be in breach of a duty of confidentiality to another 
customer. If disclosure is a breach of duty to another, it may be that the bank must desist 
completely from acting.” 

Fifthly, at common law a bank which takes a guarantee is bound to disclose to the guar- 
antor unusual features in the transaction which has been guaranteed.'* That the bank is 
unhappy with the borrower's credit and that the borrower is in grave financial difficulties 
and consistently exceeding its facility limit have been held not to be unnatural features 
requiring disclosure. However, where the facility letter changes the arrangement in a way 
potentially disadvantageous to a guarantor, and not naturally expected, the bank must dis- 
close, or the surety will be in a position to rescind. More needs to be disclosed to a guar- 
antor under the O’Brien and Etridge decisions, considered later.'*° 

Finally, the duty to advise can be imposed as a result of regulation. Of particular import- 
ance under the UK Financial Services and Markets Act 2000 (FSMA) is the Banking 
Conduct of Business Sourcebook (BCOBS), which applies to firms accepting deposits 
from banking customers in the UK which are engaged in financial promotion of a retail 
banking service. BCOBS obliges banks to take reasonable steps to ensure that communi- 
cations and financial promotions are fair, clear, and not misleading.'*” Banks must ensure 
that communications to banking customers and the financial promotions they communi- 
cate or approve include the bank’s name; are accurate and, in particular, do not emphasize 
any potential benefits without also giving a fair and prominent indication of any risks; are 
sufficient for, and presented in a way that is likely to be understood by the average member 
of the group to whom they are directed, or by whom they are likely to be received; and do 
not disguise, diminish, or obscure important information, statements, or warnings.’ If a 
communication or a financial promotion compares a retail banking service with one or 
more other such service, whether or not provided by that bank, the bank must ensure that 
the comparison is meaningful and presented in a fair and balanced way.’” 

If a communication or a financial promotion in relation to retail banking service refers 
to a particular tax treatment or rate of interest payable, BCOBS requires that a bank must 
ensure that a prominent statement is provided that the tax treatment or the rate of interest 
payable depends on the individual circumstances of each customer and may be subject 
to change in the future.'” With retail banking services and deposits a bank must provide 
or make available to customers appropriate information about them in good time, in an 
appropriate medium, in easily understandable language and in a clear and comprehensible 
form, so that decisions can be made on an informed basis." 

The rules are accompanied by guidance. As we have seen, breach of the rules may give 
a statutory right to sue for losses incurred as a consequence.'” A customer must be able to 
demonstrate that the breach of statutory duty in failing (say) to explain the risks of a finan- 
cial product is causative of their loss and not a result of their own bad decision-making.'** 
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(iii) The advice required (if any) 

So far the concept of a duty to advise has been used fairly loosely, as in everyday language 
where ‘advice’ encompasses both the short risk warning and the extended legal opinion. As a 
matter of law the advice which needs to be given by banks under the various heads referred 
to in (ii) varies in its detail. Advice may translate into the legal concept of notice, as where the 
bank must give notice in relation to a conflict of interest. That in fact is a demanding standard, 
since the beneficiaries of the fiduciary duty must give their fully informed consent. Complete 
disclosure of all relevant facts known to the fiduciary is required.'“ In some situations, advice 
may take the form of disclosing limited and specific information. In the case of misrepresen- 
tation, for example, the half-truth may be readily corrected by full disclosure, and what is stale 
information may be fairly simply updated. As for mandatory advice under legislation such 
as the FSMA 2000, this ranges from the short risk warning to the detailed disclosures which 
few private customers will fully digest. Generally speaking, a duty to advise will never involve 
an obligation to make recommendations, except possibly the recommendation to seek legal 
advice. 

As well as how detailed any advice must be, there is the question of its character. Advice 
must, of course, be honestly given—otherwise it is fraudulent. Generally speaking it must 
also be accurate. If honestly given and accurate, the common law offers little comfort to the 
customer who enters a disadvantageous transaction on the basis of it. Regulation goes fur- 
ther, however, and prescribes in greater detail the nature of the advice required. Some such 
advice involves highlighting the terms of the contract being entered (or at least some of 
them). Another approach is to require advice about the alternatives on offer—in terms, say, 
of repayment methods, interest rates, charges, and commissions. One step further would be 
‘best advice’: this involves a prior, conscientious search for available services and then, in any 
particular transaction, recommending the service which is believed to be the best, or at least 
as good as any other available, for that customer. Coupled with best advice are concepts such 
as suitability." Perhaps the most effective advice in relation to some banking transactions is 
advice about the attendant risks. The standard demanded here may be objective, although it 
could also be associated with an obligation on the bank to take steps to ensure that this par- 
ticular customer understands the risks. 


B. LIABILITY FOR ADVICE GIVEN 


(i) Misrepresentation 


In English law liability can arise from a misrepresentation which is innocent, negligent, or 
fraudulent. To put it another way, a bank is under a duty not to mislead or to misstate mat- 
ters in dealing with a customer. If it makes even an innocent misrepresentation, intended to 
induce a counterparty to enter a contract, it cannot escape liability with the argument that the 
counterparty ought not to have believed it, or that the counterparty should have made its own 
inquiries. It may be as well to reiterate the point that, because of what is omitted, what is said 
may constitute a misrepresentation. 

However, a bank may escape liability for a misrepresentation through a suitable dis- 
claimer (subject to reasonableness), or the insertion of a basis clause in the written con- 
tract stating the nature of the transaction, that the party was induced to enter the contract 
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not on the basis of any representation by the bank but its own assessment, and that the 
written terms of the contract represent the entire agreement between the bank and itself. 


(ii) Negligent advice 


Advice can be given to customers or to third parties. At one time, liability to third parties— 
such as those seeking credit assessments of another through their own banks—foundered 
on the absence of contract. Now tortious (or delictual) liability enables third, as well as 
contracting, parties to sue banks for negligent advice. 

The seminal case recognizing the tort of negligent advice, Hedley Byrne & Co. Ltd. v. 
Heller & Partners Ltd.,'* involved advice given about a customer's creditworthiness in a 
bank reference. As subsequently interpreted, Hedley Byrne liability depends importantly 
on the scope of any responsibility assumed by (in our case) a bank, a sufficiently proximate 
relationship between the bank and the customer or third party, and on there being reli- 
ance on the statement. Assumption of responsibility and proximity are, in large part, legal 
constructs, and in practice a court will have regard to factors such as the purpose for which 
the statement was made and communicated, the role of the person in the bank giving 
the advice, the sophistication of the customer, the bank’s knowledge that the advice was 
needed for a particular purpose, the relationship between the bank and the person relying 
on the advice, and the size of any class to which the latter belongs.!* 

Thus all the circumstances, including the bank’s promotional material, may lead to the 
conclusion that it has taken on the responsibility of the borrower’s financial adviser.'° 
There is a greater chance of liability when the bank advises unsophisticated customers: in 
several cases the English courts have held that a bank was liable when its manager failed 
to explain clearly to a wife the effect of a charge taken over joint property to secure a hus- 
band's borrowings.’ Not surprisingly, a court will be reluctant to conclude that the bank 
has assumed a responsibility to the world at large. It is clear that a bank can be negligent 
not only in what it advises, but also as a result of what it omits to advise. Liability for neg- 
ligent advice is imposed irrespective of whether it is given gratuitously. Of course the real- 
ity is that, while a bank may not make a specific charge for advice, it is not done without 
benefit to the bank: the bank may provide one of its services as a result of the advice or, at 
the other end of the spectrum, may retain a satisfied customer. 

Negligent advice can obviously occur over the range of matters in which banks become 
involved. Examples include credit references; information when a bank enters upon the 
task of advising a potential borrower about the attendant risks of a particular facility; state- 
ments by a bank that it will make available to a customer adequate funds to enter a con- 
tract with a third party; advice about derivatives; and assurances that workout plans are 
heading in the right direction, and that the bank is optimistic about an agreement being 
reached.'* Once a breach of the duty to advise has been established, a party must establish 
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that the breach caused the loss suffered and that, as a matter of law, the loss must not be 
too remote.” 

Banks typically exempt themselves in contract from liability for negligent advice. In 
Hedley Byrne the bank avoided liability because of a disclaimer in the reference. Whether 
this is regarded conceptually as aborting liability or as exempting from liability already 
begotten is beside the point. The central issue in practice should be whether the disclaimer 
of, or exemption from, liability has been made clear to those being advised so they are 
in no doubt that the bank is washing its hands of the consequences if the advice proves 
inappropriate or flawed. A small print clause in a document given to retail customers is 
unlikely to satisfy this test. In English law exemption from liability is in practice primarily 
determined by applying the unfair contract terms legislation.’ 


(iii) Information v. advice 


Analytically there is a distinction between a bank providing or passing on information 
about, say, a potential investment, and a bank actually giving advice on that investment.'™ 
Ifa bank is negligent in its advice on the investment, it is responsible for all the foreseeable 
losses consequent upon what it has advised as the course of action. If it negligently sup- 
plies information it is liable for only the foreseeable consequences of its being wrong.'*° 
A bank is not liable for a transaction a customer enters if it simply supplies information, 
leaving the customer to assess the merits of proceeding. Even if it knows that the informa- 
tion is critical to the decision, it is liable only for the financial consequences of its being 
wrong, not for the financial consequences of the claimant entering the transaction. But if 
the bank is under a duty of care it may be liable in negligence for the information it passes 
on in its choice of source, or in providing the customer and not warning her to undertake 
further investigation. 


IV. VITIATING FACTORS IN BANKING 
TRANSACTIONS 


Developed systems of law have techniques for upsetting contracts which are in a general 
sense unfair because of the nature of the terms, or the conduct or character of one of the 
parties. Freedom of contract gives way to an attempt to produce a result which is in a sense 
more just than the product of market exchange. Whether this constitutes a transformation 
of nineteenth-century contract law to the standards of the social market is a source of 
debate.” What is clear is that, while inequality of bargaining power may not itself provide 
the conceptual basis for vitiating contracts, it is often the occasion for its exercise. The law 
more readily interferes to protect the vulnerable, the unsophisticated, and the consumer 
than if the bank’s counterparty is a commercial organization. 

At least in English law, a major burden in countering inequality of bargaining power 
has been carried by the legislation on unfair contract terms, discussed in Chapter 7. 
Occasionally, a vulnerable person may be able to invoke other legislation, such as that 
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relating to consumer credit or if financial services regulation may not have been satisfied. 
As well there are the statutory provisions for reopening extortionate credit bargains men- 
tioned earlier.!°* 

There are, however, a range of discrete common law doctrines, of different historical 
derivation, which can be invoked in limited circumstances to vitiate contracts which are 
procedurally or substantively unfair. Thus in relation to the signature of contracts there is 
non est factum, although English law is reluctant to overturn transactions which have been 
signed, on the basis both that signature indicates assent and that third parties may rely 
on a signed document. For procedural unfairness there is also misrepresentation, mistake, 
undue influence, unconscionability, and duress. Substantive unfairness has been less tested 
by the common law. However, there is some potential for doing this by the implication of 
terms, and there are also isolated doctrines such as the rule against penalties.' This section 
of the chapter outlines a few of these doctrines, before turning to how banks can have their 
transactions vitiated because they are infected by the wrongful conduct of others. 


A. UNDUE INFLUENCE, UNCONSCIONABILITY, 
AND DURESS 


Undue influence and unconscionability have featured regularly in common law countries 
as vitiating factors in the formation of banking contracts. Their popularity at any par- 
ticular moment may reflect the turn of the economic cycle, as customers seek to mitigate 
the consequences of economic failure. Duress is conveniently considered alongside these 
doctrines, although in practice it has not been as frequently invoked. 

Functionally these three doctrines are often interchangeable. Conceptually, however, 
they are distinct. In the banking context undue influence and duress are concerned with 
the impairment of the customer's judgement by some handicap. To put in another way, 
they are customer-sided in their application. By contrast, unconscionability is bank-sided 
in its focus, in that the bank must be shown to have behaved badly towards the customer, 
or to have notice of such behaviour on the part of others.'© 


(i) Undue influence 


It has become conventional to divide undue influence into actual and presumed undue 
influence.'*' Actual undue influence is analogous to duress, since it is necessary for the 
person seeking to have the contract set aside to establish affirmatively the exertion of 
excessive pressure.'® Presumed undue influence falls into two categories. The first involves 
established relationships where undue influence is presumed—parent and child, solicitor 
and client, trustee and beneficiary, but not husband and wife. The justifications for there 
being no such presumption of undue influence of one spouse over the other are said to 
be commercial reality, domestic harmony, and the ordinary expectation that spouses will 
make gifts and transfer property to each other. 

Even if there is no established relationship, there is a second category of presumed 
undue influence where, for instance, the person proves a relationship as a result of which 
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he or she has generally reposed trust and confidence in the other party or in which the 
other party has acquired ascendancy. There is no reason that this other party cannot bea 
bank.'** The circumstances in which this can occur are multiplied as the bank holds itself 
out to customers as financial adviser, planner, and confidant. In practice it will be unusual 
that such a relationship is found to exist between bank and customer, especially a com- 
mercial customer.’ 

Coupled with a transaction which is not readily explicable, the reposing of trust and 
confidence enables the court to infer, in the absence of a satisfactory explanation, that the 
transaction has been procured by undue influence. There is an evidential rebuttable pre- 
sumption which the court draws, although it will consider the whole of the evidence, and 
it may be that the person in whom trust and confidence has been reposed can counter the 
inference which would otherwise be drawn. The presumption may survive the relation- 
ship’s end. Rebutting the presumption means showing that, despite the relationship, the 
first person has been in a position to decide freely what to do. It is not sufficient for the 
second person to demonstrate proper behaviour on its part. The most usual way to try to 
show a free exercise of independent will is to establish that the transaction was entered 
into after its nature and effect were fully explained by some independent and qualified 
person such as a lawyer.'® 

At one time dominating influence was said to be a prerequisite for presumed undue 
influence,'® but what is necessary is that the degree of trust and confidence be such that 
the party in whom it is reposed is in a position to influence the other party in effecting a 
transaction, either because they have become an adviser of the other, because they have 
been entrusted with the management of the other party’s affairs or everyday needs, or for 
some other reason. The presumption is not perfected and remains inoperative until the 
party who has ceded the trust and confidence makes a gift so large, or enters into a trans- 
action so improvident, as cannot be reasonably accounted for on the grounds of friend- 
ship, relationship, charity, or other ordinary human motive.’ 

Apart from cases of actual undue influence, it is still necessary that a person seeking to 
vitiate a transaction to establish that it is seriously disadvantageous enough as to require 
evidence to rebut the presumption. At one point this had the label ‘manifest advantage’ 
attached to it,' but that term has been deprecated as giving rise to misunderstanding.’ In 
this respect, the court is looking not only at procedural, but also at substantive, unfairness. 
The test is an objective test—whether any independent and reasonable person who con- 
sidered the transaction at the time, with knowledge of all the facts, would have regarded 
it so obviously disadvantageous that it is only explicable on the basis that undue influence 
was exercised. It seems necessary to balance the seriousness of the risk of the transaction 
being enforced in practical terms with the benefits gained by the person in accepting the 
risk.!”° 

In the frequently litigated situation of a wife guaranteeing her husband's business debts, 
misrepresentation is often coupled with undue influence as a basis for seeking to set the 
guarantee aside, We return shortly to that dimension involving the liability of the third 
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party bank. What, however, of the relationship between the spouses? The English courts 
are realistic that husbands may give florid descriptions about their business prowess so do 
not treat exaggerated forecasts of success as misrepresentation. As to undue influence, in 
the ordinary course this will not be the type of transaction which, failing proof to the con- 
trary, will be prima tacie evidence of its exercise by husbands. While there is an obvious 
risk to wives in undertaking such transactions, the English courts take the view that there 
are inherent reasons why they are for their benefit, when ordinarily the fortunes of both 
spouses are bound up together. 

It has been held that a transaction impugned on the basis of undue influence must be 
rescinded completely, without conditions. Consequently, in the case, say, of misrepresen- 
tation, it is not open for a court to set aside a transaction, such as the giving of security, 
on terms that the person acknowledges that it is valid for the amount which was repre- 
sented. Although in principle rescission can be moulded to the particular circumstances, 
and terms imposed, in this context it is said to be an ‘all or nothing process.'”' Like public 
policy, a discretion to grant relief on terms has the potential for being an unruly horse. 
Yet its careful application would enable a court, without rewriting the parties’ bargain, 
to achieve practical justice for both parties. Distinctions would need to be drawn, for 
instance, between difterent kinds of legal wrong, undue influence as opposed to misrep- 
resentation, fraudulent rather than innocent misrepresentation, and so on. Using equity’s 
flexibility in this way in granting rescission would also accord with the law of restitution. 


(ii) Unconscionability 


There is a functional overlap between undue influence and unconscionable dealing, 
although analytically the doctrines are distinct. The requirements for the latter are, first, 
that there are circumstances of special disadvantage which affect a person's ability to judge 
self-interest, such as poverty, illness, ignorance, or lack of advice. Secondly, this weakness 
of the one party must have been exploited by the other in some morally culpable manner. 
In other words, the disadvantage must have been sufficiently evident to the latter, and he or 
she must have taken advantage of it unfairly and unconscientiously. Thirdly, the resulting 
transaction must be one which is not just, fair, or reasonable. 

Unconscionability may be presumed by weakness on one side and exploitation of that 
by the other side.’ ° The doctrine does not give relief for what is simply an unfair bargain— 
it has to be an unconscionable one, the terms of which show conduct shocking the con- 
science of the court.’ ° Unconscionability has been fairly dormant in England in recent 
times.!™ Its work has been done for it by undue influence although, as we have seen, the 
two are doctrinally distinct. 


(iii) Duress 
Economic duress is unlikely to lead to the vitiation of banking transactions. The prerequis- 
ites for economic duress are pressure to induce the victim to enter into a contract or make 
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payment, and that the pressure be illegitimate. ‘The illegitimate pressure may be a threat 
to break a contract, particularly where the bank must know that it would be in breach of 
contract if the threat were implemented. In Law Debenture Trust Corp Plc v. Ukraine,” 
Ukraine unsuccessfully argued duress as a defence to a claim for non-payment of $3 bil- 
lion Eurobonds. Ukraine had borrowed the money by issuing the Eurobonds, which were 
purchased by the Russian Federation. In fact all the Eurobonds were held by Russia, which 
had directed the trustee to take legal proceedings. The Ukraine case was that it had bor- 
rowed the money as a result of unlawful and illegitimate economic, political, and military 
pressure from Russia, designed to attract it away from one of its policy goals, an associ- 
ation agreement with the European Union. The claim was non-justiciable under the for- 
eign act of state doctrine.'” 

It was the absence of causation which led the New South Wales Court of Appeal to 
hold in one case that economic duress was not made out. There the bank refused to hand 
over moneys unless the security document was signed. Although the court regarded the 
pressure which the bank applied as being unlawful, it concluded that it had played no part 
in the execution of the mortgage, which had occurred before the pressure was applied.” 
Subsequently, the same court has drawn a bright line between, on the one hand, pressure 
which consists of unlawful threats, or amounts to unconscionable conduct and, on the 
other, commercial pressure which is not of itself unlawful or unconscionable, even to the 
point where the party the subject of the pressure has little choice but to act as it did." Thus 
when a borrower is in financial difficulties, it is not objectionable for the bank to press for 
repayment or better security if it is not to call default. 


B. VITIATION AND THIRD PARTY BEHAVIOUR 


It will be unusual for a bank itself to have exercised undue influence, acted unconscion- 
ably, or exerted illegitimate pressure. If it has, or if, as is more likely, it has misrepresented a 
transaction to a customer (however innocently), the law may disable it from enforcing the 
transaction. Misrepresentation may also result in an award of damages against it. 

More typically litigated has been the situation where a party argues that a banking 
transaction is tainted by this type of behaviour on the part of a third party and so cannot 
be enforced. In England the way that banking transactions are affected by the wrongdoing 
of third parties is under the guidelines laid down in Barclays Bank v. O’Brien and Royal 
Bank of Scotland v. Etridge (No 2) in the context of claims by wives.'” In essence a bank is 
put on inquiry whenever a wife, A, offers to stand surety for the debts of her husband, B, 
by a combination of two factors, the transaction on its face is disadvantageous and there 
is a substantial risk that it could be as a result of the misrepresentation, undue influence, 
or other wrong on the part of the husband. So stated the test is less onerous than for the 
presumption of undue influence as between the spouses themselves. All that is required 
is that the wife offer to stand surety for the husband’s business debt. The same approach 
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applies where A and B are cohabiting or otherwise tied together emotionally, sexually, or 
economically, and the bank knows this. 

A typical situation giving rise to the problem which the cases address has been where 
women have given a bank security over their property, such as their share in the domestic 
home, to support their partner’s business debts. The law has been concerned on the one 
hand to protect the women, who may still in the modern day be misled or pressured, or 
whose judgement may be emotionally clouded, so that they agree to give the bank secur- 
ity without bringing an informed or independent mind to bear. On the other hand, there 
has been a reluctance to upset such common transactions, especially since the bank itself 
has had no hand in the wrongdoing. Moreover, in the case of security given over domestic 
property, the courts are as concerned that such an important form of wealth should not be 
economically sterile, but should be available to underpin business, especially small busi- 
ness enterprises. 


(i) Possible approaches 


In different jurisdictions the law has grappled with these contending policy considerations 
using a variety of legal tools.'*’ In the decade before O’Brien English courts analysed the 
problem in terms of ‘agency —had the third party been the agent of the bank? In cases of 
true agency there can be no doubt that a bank is liable. The bank as principal is vicariously 
liable for the acts of its agent. Agency, however, acquired a particular meaning in the con- 
text of the English decisions, and was said to encompass situations where the bank had 
left it to the third party to obtain the agreement of the claimant to giving the security.'*! 
O’Brien deprecated this artificial use of agency principles. 

A second approach, which became known as ‘Lord Romilly’s heresy’, also lurked in the 
common law.'* This was to the effect that whenever anyone made a large, voluntary gift 
or the like (e.g. by giving a guarantee), the burden was thrown on the party benefiting (the 
bank) to justify it. Although Lord Romilly laid it down as a rule in the mid-nineteenth 
century, it was rejected by contemporaneous commentators, rarely invoked in subsequent 
case law, and emphatically rejected on a number of occasions. It no longer seems a possible 
argument. 

Another line of authority, which took root in Australia,’ meant that any security 
might be unenforceable, notwithstanding that the bank had no knowledge of, and was 
not responsible for, B’s wrongdoing. In cases falling within the protected class (initially 
married women), this occurs if the relationship and the consequent likelihood of influ- 
ence and reliance were known to the bank, and if the class member lacked an adequate 
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18 e.g. A. Colombi-Ciacchi (ed.), Protection of Non-professional Sureties in Europe: Formal and Substantive 
Disparity (Nomos, Baden Baden, 2007); R. Parry, ‘The Position of Family Sureties within the Framework of 
Protection for Consumer Debtors in European Union Member States’ (2005) 13 ERPL 357; C. Chew, ‘Bank 
Guarantees and Undue Influence: An Australian Perspective’ (2010) 25 JIBLR 19; M. H. Ogilvie, ‘The Reception 
of Etridge (No.2) in Canada’ [2008] JBL 191; B. Allan, ‘““Trust me I'm your Husband”: Undue Influence and 
Royal Bank of Scotland v Etridge’ (2006) Otago LR 247; N. Yaakub and A. McGee, ‘Undue Influence in 
Three-party Bank-Lending Transactions in Malaysia: Why is Reform Needed?’ (2007) 22 JIBLR 53; C. Chew, 
‘Guarantees Given by Spouses as Security for Bank Debts: The Importance of Independent Advice, its Scope 
and Limitations (2015) 30 JIBLR 487. 

‘81 Turnbull & Co. v. Duval [1902] AC 429 (PC); Bank of Credit and Commerce International SA v. Aboody 
[1990] 1 QB 923 (CA). 

18 Cf. S. Gardner, ‘A Confused Wife's Equity’ (1982) 2 OJLS 130. 
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understanding of the nature and effect of the transaction, and the bank failed to take rea- 
sonable steps to ensure that she did and that her consent was true and informed. So notice 
of the likely relationship of trust and confidence is the key. In O’Brien the Court of Appeal 
adopted this approach, but it was emphatically repudiated when the case was appealed 
to the House of Lords. The approach contained a minor conceptual contradiction: wives 
are not a protected class if the bank exercises undue influence directly, but are if a bank 
obtains security from them as a result of their husband’s undue influence.” 

As a result of O’Brien and Etridge the approach which has ultimately come to prevail 
turns on the constructive notice a bank is said to have when a wife and others act as surety. 
It derives from a strand of authority in all common law jurisdictions, that a person is 
adversely affected if he or she has notice of the wrongdoing of a third party—the husband 
in our typical case.'** If notice provides the doctrinal foundation, however, it says little 
about the law’s practical application in this area. It requires, first, that A’s consent to the 
security be obtained by misrepresentation, undue influence, or other wrong on the part 
of B. This is fairly obvious: if A cannot upset a transaction in the absence of wrongdoing 
by the bank, why should it be able to do so in the absence of wrongdoing by anyone else? 

For the bank, however, it would be almost an impossible task to establish whether there 
has been wrongdoing. In practice this first requirement is assumed. Secondly, the bank 
must know that the relationship between A and B is of a close, emotional, or economic 
nature. In policy terms this is because the informality of business dealings in such a rela- 
tionship raises a substantial risk of misrepresentation, or the fear of damaging it makes the 
ties a ready weapon for undue influence. This type of relationship is assumed with wives. 
Otherwise, the relationship can be heterosexual or homosexual, need never have involved 
cohabitation, and can also be between parent and child or employer and employee.’ 

Thirdly, the transaction on its face must be one which benefits the wrongdoer, B, at the 
expense of the other party, A, or which, to the bank’s knowledge, is intended to do so, 
even though on its face it appears to be for their joint benefit. A guarantee or security over 
property given by A to support the debts of B or B's business (where A has no interest in 
the business) on its face benefits B at the expense of A. By contrast, a joint loan has been 
held not to do so, even if in fact it is for B’s own purposes unless the bank actually knows. 
If all joint loans put banks on inquiry, it is said, they would be disinclined to grant facilities 
to couples, or would need to become excessively intrusive.'* Yet the distinction between 
suretyship and joint loans can be artificial, for what is effectively a loan to the husband 
could be structured into a separate joint loan account, and thus avoid liability, unless the 
bank actually knew that the loan is for the one party only. 

What of the situation where A has an interest in B’s business? In some cases in the 
common law world, the wife's interest in the company being guaranteed has been used 
as the basis for insulating the bank from B's wrongdoing.’ As a result of Etridge, how- 
ever, English law puts a bank on inquiry, even when the wife is a director or secretary of 


1 See S. Cretney, ‘Mere Puppets, Folly and Imprudence’ [1994] RLR 3. 

13 Bainbrigge v. Browne (1881) 18 Ch D 188, 197 per Fry J is by no means the earliest authority. Elsewhere, 
e.g., Weitzman v. Hendin (1989) 69 OR (2d) 678 (CA); Contractors Bonding v. Snee [1992] 2 NZLR 157 (CA); 
US Restatement on Security, § 119. Cf. Restatement on Contracts, Second, § 164(2). Cf. J. Mee, ‘Undue 
Influence, Misrepresentation and the Doctrine of Notice [1995] CL] 536. 

'86 e.g. Massey v. Midland Bank plc [1995] 1 All ER 929 (CA). Banco Exterior Internacional SA v. Thomas 
[1997] 1 WLR 221 (CA); Credit Lyonnais Bank Nederland NV v. Burch [1997] 1 All ER 144 (CA). 

'8? CIBC Mortgages plc v. Pitt [1994] 1 AC 200 (HL). See A. Lawson, ‘O’Brien and its Legacy’ [1995] CLJ 
280, 282. 
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the company. This can be justified because A's shareholding in B’s business, if small, even 
A acting, say, as company secretary, might not prevent A's security benefiting B and only 
B. A could be regarded as not having a financial interest in the company, since the shares 
are unlikely to be saleable, a dividend will probably never be declared, and any remuner- 
ation from the position as secretary can hardly be characterized as a direct benefit. 


(ii) The guidelines 


If the doctrinal foundations of O'Brien and Etridge are rather unsure, what a bank must 
do is relatively straightforward. In general terms, it must take reasonable steps to satisfy 
itself that A has brought home to her, in a meaningful way, the practical implications of 
the proposed transaction. 

A number of decided cases had shown that written warnings of themselves are often 
not read and are sometimes intercepted by the other party (B). So one approach is that 
the bank conduct a personal interview. In the interview the advice is about the risks, not 
the wisdom, of the transaction. However, advising on the risks would not seem confined 
to advising on the general effect of this type of transaction (general risk) but on the effect 
of this particular transaction in the light, say, of A's financial position (specific risk). As 
we have seen, once a bank embarks on giving such advice, there is a chance that it will be 
inadequate or negligently given. It is not surprising, then, that banking practice is not to 
conduct such interviews. 

Instead banking practice, approved by the courts, is to ensure that A is advised by a 
solicitor, acting solely for A, in a face-to-face meeting. The bank will generally be able 
to rely on confirmation from the solicitor that the advice about the practical implications 
of the proposed transaction has been given. English courts place great faith in solicitors. 
They expect that, regardless of who is paying the fee, solicitors will regard themselves as 
owing an exclusive duty to the person being advised (A), and that the advice they give will 
be appropriate. 


(iii) The policy issue 

There is no doubt that in England banks and other mortgage lenders have improved their 
procedures as a result of the O’Brien and Etridge decisions.’ Whether the law in this 
area addresses the fundamental problems has been raised by a number of commentators. 
Advice may counter a misrepresentation or misunderstanding. But where A is emotionally 
or financially dependent on B, advice is highly unlikely to stem the sources of undue influ- 
ence. Typically, advice about the risks will not dissuade A from entering the transaction. 
A will go ahead anyhow, her judgement clouded by the relationship.” 

The social and economic context of the issue cannot be ignored. In general societies 
where the family is strong, and family support regarded as the natural order of things, the 
law is unlikely to be too interventionist.’ Finance raised by second mortgages on homes 
is a significant source of capital for the start-up of small business in Britain so the law is 
not overly interventionist. Some jurisdictions have tackled the problem head on. In the 


189 Royal Bank of Scotland v. Etridge (No. 2) [2001] UKHL 44; [2002] 2 AC 773 (HL). 
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context of family property there are legislative restrictions on the extent to which one 
party can encumber it other than in the context of acquiring it (‘homestead’ legislation). 
There may also be an effective prohibition on giving security over family property under 
anti-discrimination legislation, in that it is discrimination against a married applicant for 
credit, who is unquestionably creditworthy, for the bank to require that his or her spouse 
guarantee the loan.'™! There may also be a case for addressing the discrepancy between the 
regulation of consumer and small business credit.’ 

There is a case for following the O’Brien and Etridge guidelines whenever an individual 
acts as surety, and on the face of it obtains no benefit from doing so. In other words, there 
should be no distinction between sureties like A who are in some close emotional relation- 
ship with the borrower, B, and others. All need warning about general and specific risks, 
and all need counselling about the benefits of independent legal advice. 


V. LENDER LIABILITY 


‘Lender liability’ is an elastic term, which can cover a range of liabilities, based on a variety 
of legal doctrines. Clearly it could cover the liability which would arise because a bank 
gives negligent advice, does not exercise reasonable care and skill, is liable in knowing 
receipt or dishonest assistance, etc. But what of more novel claims—of a bank failing to 
advise on the imprudence from the borrower's perspective of a loan, negligently process- 
ing a loan application, failing to negotiate in good faith following a commitment letter, 
refusing to lend, negligently administering a loan, and improperly calling payment of a 
demand loan or accelerating and cancelling a facility? And what about insolvency and 
environmental liability? A narrow definition of lender liability focuses on the liability of 
banks: (i) in, say, administering or terminating a loan; (ii) when involved in a work-out or 
the insolvency of a borrower; and (iii) as a result of legislation, in particular environmental 
legislation. 

There are some common patterns in the lender-liability case law in jurisdictions with 
quite different legal systems. In a way this should not be surprising, given the similar social 
and economic contexts of the litigation. Much of the litigation in this area is a product 
of economic downturns coupled with the changed behaviour of banks from the 1980s. 
Financial liberalization and competition led banks to engage in activities which in the 
past should have warned them against. It is not unnatural for those who are swept by the 
economic winds of change to seek a deep pocket for the losses that have been incurred. 
Otten these claims by borrowers are driven along by the internal logic of the legal sys- 


tem, as liquidators of insolvent borrowers iook around to maximize the assets available to 
creditors. 


A. PROMOTING RISKY LOANS/ASSOCIATED PRODUCTS 


Generally speaking banks cannot be said to be negligent in concluding a facility with a 
borrower, or in advancing moneys under it. A bank will conduct due diligence for its own 
purposes, but it would be remarkable in a commercial context for an English court to treat 


1 N. Gravells, ‘Creditors and the Family home (1985) 5 OJLS 132. 
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a bank as being in breach of duty to the borrower because it failed to carry out sufficient 
inquiry into its capacity to service the debt. 

Exceptionally, if a bank promotes lending which is inherently risky, especially if the bor- 
rowers are unsophisticated, the courts may look more sympathetically when things turn 
sour and borrowers sue. An illustration is provided by the raft of litigation in Australia 
in relation to the foreign-currency loans, which banks promoted to customers in the 
1980s. Their advantage was said to be the low interest rates. In a number of these cases the 
courts have held the banks to be liable, mainly because of a specific statutory requirement 
that persons not engage in misleading or deceptive conduct. Borrowers successfully 
argued that it was misleading or deceptive conduct for the banks not to explain to rela- 
tively unsophisticated borrowers, such as farmers and small business people, that foreign- 
currency loans entail great risks, and that it was advisable to enter a forward-exchange 
contract to hedge the exchange risk. 

Common law claims have also been advanced. Borrowers have contended that 
the bank had contracted to manage the foreign-currency loan by analysing foreign- 
exchange trends and advising hedging when necessary. In the absence of express terms 
to this effect, however, courts have been reluctant to imply this duty as part of a facility 
agreement. Even if there were a contractual duty to manage a foreign-currency loan, 
the standard expected of the bank has been held to vary with the commercial experi- 
ence of borrowers and not to extend to protecting them against all adverse currency 
movements.'”” 

Negligence has also been advanced in relation to the information (or lack of it) provided 
prior to a toreign-currency loan being entered. We have seen that Hedley Byrne liability is 
possible for a failure to advise, if there has been a voluntary assumption of responsibility to 
do so. Ordinarily this will not occur in precontractual negotiations between a bank and a 
potential borrower, but in a few cases the Australian courts have held that there were spe- 
cial circumstances giving rise to a duty to advise because of the new and complex nature 
of foreign-currency facilities.’ 

In the United Kingdom, the banks agreed with the regulator, the Financial Conduct 
Authority, to review all sales after 2001 of interest rate hedging products made to what 
under the FCA’s rules are regarded as unsophisticated customers. This category can 
include small businesses. The FCA had received complaints about these products, which 
are separate from loan agreements entered with the banks and were supposedly for pro- 
tecting against interest rate fluctuations. In some cases it was a condition of borrowing that 
the customer purchased this type of financial product. However, customers found that the 
products did not meet expectations, either providing no benefit or making their position 
worse. At the time of writing the banks have sent 16,000 determinations offering financial 
redress to customers, 13,500 of which include an offer of financial redress and 2,500 con- 
firming that the sale complied with the rules or that the customer suffered no loss. Around 
8,000 customers have accepted an offer of redress and £1.2 billion is being paid. Cases 
are reviewed by independent reviewers appointed under section 166 of the PSMA 2000. 
The Financial Conduct Authority regards fair and reasonable redress as putting customers 
back in the position they would have been had regulatory failings not occurred, including 
consequential loss. 


1% Competition and Consumer Act 2010, Sch. 2, s. 18 (previously Trade Practices Act 1974, s. 52). 
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B. MANAGEMENT AND TERMINATION OF A FACILITY 


With a loan facility, its terms will obviously determine much of the relationship between 
the bank and the borrower. What the terms mean is a matter of construction, although a 
bank may waive any term for its benefit (e.g. a stipulation for so many days’ notice to draw 
down).™ Courts will only reluctantly imply additional duties into lending contracts, such 
as a duty to extend or increase a facility, or to give adequate notice of a refusal to do so.” 
Although there will be general reluctance on the part of courts to imply terms as against a 
bank, this does not mean that the words of a written agreement are the only repository of 
a bank's obligations with a facility. First, the contract may be partly oral and partly written, 
or there may be a side letter.” Secondly, the bank may be under a duty of care in effecting 
some of its contractual obligations. Thirdly, the bank is under a duty not to make misrep- 
resentations or to proffer negligent advice. 

The duty of care may arise in the performance of the terms of the loan. Much depends, 
however, on the particular terms involved and on what the lender has undertaken to do 
(if anything). For example, has the bank assumed a responsibility to respond immediately 
to any inquiry, or has it undertaken only to give more general views about market trends, 
if asked? Generally speaking, a duty of care in managing a loan will have a limited ambit. 
For example, the bank should exercise care in paying over money on draw-down: if it 
executes the request for draw-down knowing that it is dishonestly given by, for example, 
directors of the borrowing company, shutting its eyes to the obvious fact of dishonesty, or 
acting recklessly in failing to make such inquiries as a reasonable lender would make, it 
will be liable.” The possibility of lender liability increases if the bank acts inconsistently. 
In English law the doctrine of estoppel may prevent a bank exercising certain rights, des- 
pite the terms of the loan documentation.” 

Termination of a loan facility has given rise to litigation: the borrower claims that des- 
pite any clear right given in the loan documentation to take this course, the bank should 
not have done so, and is thus liable for the losses incurred. The English courts have been 
unsympathetic to this sort of argument, except in certain limited situations. Thus a bank 
cannot vary or withdraw a facility in breach of contract. In particular circumstances it may 
be estopped from withdrawing a facility without reasonable notice. And if the language of 
the facility is unclear, on ordinary principles an English court will be reluctant to imply in 
favour of the bank a right (say) to terminate without notice.™ 

Generally speaking, however, banks take a right to terminate and the plain words of the 
lending contract are given effect.“ At most the borrower will be given a ‘reasonable time’ 
to repay, and a reasonable time is not the time it takes to refinance from another lender, 
but the short time it takes to set the mechanics of the repayment system in operation.” 
In relation to third parties, there would seem to be no duty on a bank not to terminate so 
as to prevent loss to, say, a guarantor of the borrower. The bank's business is to lend; the 


'® Cf. BCBC Singapore Pte Ltd. v. PT Bayan Resources TBK [2016] SGHC(I) 01 (Singapore International 
Commercial Court holding that no obligation to fund under agreement). 

200 Barnes v. Williams and Glyn’s Bank Ltd. [1981] Com. LR 205, 209. 

*" Royal Bank of Scotland Plc v. Carlyle [2015] UKSC 13; 2015 SC (UKSC) 93 (property developer's bank 
made legally binding promise on telephone to fund not just property purchase but development as well). 
® Seep. 273 earlier. %3 e.g. Lombard North Central plc v. Stobart, The Times, 2 February 1990 (CA). 
e.g. Crimpfil Ltd. v. Barclays Bank plc [1995] CLC 385 (CA); see p. 206 earlier. 
° Socomex Ltd. (in administrative receivership) & Ors v. Banque Bruxelles Lambert SA [1996] 1 Lloyd's 
Rep 156. 

*° Bank of Baroda v. Panessar [1987] Ch 335; Sheppard & Cooper Ltd. v. TSB Bank plc [1996] 2 All ER 654; 
Lloyds Bank plc v. Lampert [1998] EWCA Civ 1840, [1999] 1 All ER (Comm) 161; Quah v. Goldman Sachs 
International [2015] EWHC 759 (Comm), [61]-[65]. 


w 


w 


w 


CHAPTER 10 ADVISORY AND TRANSACTIONAL LIABILITY 305 


guarantor is not, in the ordinary course, in a sufficiently proximate relationship to be the 
beneficiary of such a duty. 

Other jurisdictions have been more generous. The controversial American decision, 
KMC Co. Inc. v. Irving Trust Co." arose after the insolvency of KMC. Irving Trust had 
extended a line of credit and had been requested to advance additional moneys, which the 
bank had originally agreed. Subsequently, however, Irving reneged on this agreement. The 
Sixth Circuit Court of Appeals concluded that Irving Trust owed KMC an implied obliga- 
tion to give a period of notice to the company to enable it to obtain alternative financing. 
It athrmed a very significant monetary judgment against the bank on the basis of the lat- 
ters breach of its duty of good-faith performance. Significantly, the court indicated that 
even though the loan agreement gave the bank a discretionary right to make advances, the 
lender was nonetheless under an obligation of good faith. There are cases in other juris- 
dictions like Germany and Canada, where a similarly sympathetic view was taken when 
banks abruptly terminated lending facilities.?” 


C. WORKOUTS, RECEIVERSHIPS, AND INSOLVENCIES 


The UK and US view is that banks lend moneys and business people run their businesses. 
In other words, the business of banks is lending and not to become involved in the busi- 
ness decisions of their borrowers. This contrasts with the position in other countries, such 
as Germany, where banks appoint directors to the boards of their borrowers and become 
involved with business decisions. There are advantages to this in that banks are forced to 
take a long-term view of the relationship, and are therefore more inclined to see a bor- 
rower over a difficult patch. However, even in the UK and US there are situations where 
banks do interfere more with business decisions—typically when things start going wrong, 
or in a formal ‘workout: Indeed, there is official encouragement of a ‘rescue culture, in 
which banks are more willing to help borrowers over temporary difficulties. 

Banks will have inserted in their facility agreements representations and warranties, 
and covenants, as devices to protect themselves in the event of a borrower’s decline, and 
to control potential misbehaviour on its part.™” The law has no objection to borrowers 
agreeing, say, to pass on detailed financial information to the banks, and to do and not do 
certain things. In the case of a financially distressed borrower, however, banks must exer- 
cise some care in what they do. In a workout a bank has an obvious and legitimate interest 
in aiding the struggling borrower. Indeed, there is a larger public interest in banks nursing 
borrowers back to good health. Yet other creditors, and the borrower's administrator or 
liquidator (if insolvency ensues), may claim that the bank gained an improper leverage in 
doing so, which damaged them or the company. 

In a workout the formal default mechanism in the loan agreement will not have been 
invoked, and thus the express protections set out there not enjoyed by the bank. Banks 
thus seek to reduce the risks associated with a workout by entering a workout agreement 
with the borrower. This must document any extension of time and reserve the right to 
accelerate and terminate. Otherwise, a bank may be held to have waived its rights under 
the facility agreement to a greater extent than intended. Even then a bank may still be 
exposed to the risk of liability to persons other than the borrower, particularly to creditors 
and potential creditors of the borrower, and perhaps even in some circumstances to its 
shareholders. This is a real threat in other jurisdictions. For example, in the United States 
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banks have been held responsible in these circumstances for debts which a borrower has 


incurred to other creditors.” 


The duty of care to the borrower required of a holder of security, such as a bank, in exer- 
cising a power of sale, is well known. The administrative receiver or administrator must 
use care to obtain a proper price for the property being sold. Liability for loss on a sale at 
an undervalue is otherwise imposed.'' A creditor can decide in its own interests whether, 
and when, to sell the security, and it owes no duty in this regard to a borrower or guarantor. 
The duty to obtain a proper price if there is a sale, however, remains.” Moreover, it is said 
that there is no duty of care to continue trading in any circumstances—a real threat to the 
‘rescue culture, and unnecessary if liability were only imposed were a decision not taken 
reasonably." If trading is carried on, however, there is a duty to manage with due diligence 
in doing so.’ 

As a matter of practice banks need also to avoid liability as ‘shadow directors. From the 
viewpoint of public policy this is desirable, if banks are to be encouraged to nurse ailing 
companies back to health. The legal issue arises in Britain as a result of the wrongful-trading 
provisions of the insolvency legislation. Directors—including shadow directors—of a 
borrower at a time when they knew, or ought to have concluded, that it had no reason- 
able prospect of avoiding liquidation, may be liable to contribute to its assets.*'’ (Shadow 
directors are those in accordance with whose directions or instructions the directors of the 
borrower are accustomed to act.) Provided a bank refrains from too great an involvement 
in management decisions, it should not be regarded as a shadow director. 

Thus a bank should not be drawn into the detail (e.g. on how the borrower is to sched- 
ule payments when experiencing difficulties), and more generally should avoid leaning on 
the directors to follow any advice it gives. If, for example, a bank simply lavs down certain 
conditions to ensure the continuance of a lending facility, the company then has a choice 
whether or not to comply with the conditions.*'" Even when a bank has appointed direct- 
ors to the board, it does not follow automatically that the company will be accustomed to 
act on their suggestions, quite apart from whether these suggestions can be sheeted home 
to the bank as a matter of law.?”” 


D. ENVIRONMENTAL LIABILITY 


Lender-liability for environmental damage might be imposed as a result of statute, as with 
the Superfund legislation in the United States, or at least the way the courts interpreted 
it. United States v. Fleet Factors’ heightened concerns, since the court there held that a 
lender could be liable, even if it took no active part in the management of the business of 
a troubled borrower, so long as it had the ‘capacity to influence’ management decisions. As 
a result of that decision, Congress confirmed in the Asset Conservation, Lender Liability 


2 J. Norton, ‘Lender Liability in the United States, in W. Blair (ed.), Banks, Liability and Risk (3rd edn., 
London, LLP, 2001), 351, 379-80. 


211 Cuckmere Brick Co. Ltd. v. Mutual Finance Ltd. [1971] Ch 949 (CA). 

12 China and South Sea Bank Ltd. v. Tan [1990] 1 AC 536 (HK, PC). 

21 Downsview Nominees Ltd. v. First City Corpn. Ltd. [1993] AC 295 (NZ, PC). 

14 Medforth v. Blake [2000] Ch 86 (CA). 15 Insolvency Act 1986, s. 214. 

'6 Re PTZM Ltd. [1995] BCLC 530; Triodos Bank v. Dobbs [2004] EWHC 845. 

1” Kuwait Asia Bank v. National Mutual Life Nominees Ltd. [1991] 1 AC 187 (NZ, PC). 


8 901 F 2d 1550 (11th Cir., 1990). In later proceedings in the case the lender was held to be liable for its 
actions in foreclosing against the borrower: 819 F Supp. 1079 (1993). 
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and Deposit Insurance Protection Act 1996 that liability would be avoided as long as banks 
do not cross the line into participation in management.””” 

So far environmental liability outside the United States has been mainly a fear, rather 
than a reality. There is no specific head of lender liability, but in particular instances trad- 
itional legal doctrines may be mobilized. Banks do not generally satisfy the trigger terms 
of environmental legislation such as causing or knowingly permitting environmental 
damage.™ Nor do they have sufficient control over an offending borrower and it can- 
not be said they are under any duty to prevent such damage. Banks are most vulnerable 
if they exercise their rights to security and occupy or foreclose against polluted land or a 
polluting facility.~' These days banks are on guard, and take steps, such as obliging envir- 
onmental audits of potential borrowers, contacting relevant regulatory authorities direct, 
and including environmental covenants in the loan documentation. None of this is to 
suggest that banks do not have a role in environmental sustainability.” 


219 J, Liu, ‘Lender Liability Protection in the Aftermath of CERCLAs Security Interest Exemption 
Crisis: Treating Lenders Like Lenders’ (1998) 17 Ann Rev Banking L 575. . 

220 J, Marks, ‘Domestic Environmental Liability’ in W. Blair (ed.), Banks, Liability and Risk (3rd edn., 
London, LLP, 2001), 146-52. , 

21 R, Hooley, ‘Lender Liability for Environmental Damage’ [2000] CLJ 405, 405-8; R. Lee and T. Egede, Bank 
Lending and the Environment: Not Liability but Responsibility’ [2007] JBL 868, 879. See also B. Mamutsea 
and V. Fogleman, ‘Environmental Claims and Insolvent Companies: The Contrasting Approaches of the 
United Kingdom and the United States’ (2013) 2 Brit. J Am Legal Stud 579. p 

22 1, Brown, ‘Land Pollution, Environmental Risks and Bank Lending: An Empirical Analysis’ (2015) 17 
Env L Rev 237. l Oran : 

23 See Stability and Sustainability in Banking Reform: Are Environmental Risks Missing in Basel III?, 
Cambridge and Geneva, CISL & UNEP FI, 2014. 
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CROSS-BORDER BANKING 


I. INTRODUCTION 


Consider these situations: 


Case 1 

Banking regulation in jurisdiction X requires banks to act in a certain way, if they are to 
continue in business, while banking regulation in jurisdiction Y requires banks to act dif- 
ferently. Although incorporated in jurisdiction X, a bank has branches abroad, including 
in jurisdiction Y. 


Case 2 

P, located in jurisdiction X, makes payment there but denominated in the currency of jur- 
isdiction Y. Payment is made by P’s bank in jurisdiction X using its correspondent bank in 
jurisdiction Y. The authorities in jurisdiction Y suspect that P’s payment involves money- 
laundering and application is made to seize amounts in correspondent bank accounts 
there, said to be attributable to the money-laundering. 


Case 3 

Bank A, based in jurisdiction X, purchases Bank B in jurisdiction Y. As shares are traded on 
X’s stock exchanges but not on any market in jurisdiction Y. The purchase turns sour because 
the assets of B bank are over-valued. Investors in Bank A sue the two banks and their officers 
in jurisdiction Y under its laws, alleging statutory fraud involving their shares. 


Case 4 

Bank A in jurisdiction X enters a loan agreement with an entity, K, based in jurisdic- 
tion Y. The government of jurisdiction Y declares a moratorium on its debts and those 
owed by entities and persons within its borders. Exchange control laws imposed by Y 
prevent repayment of the loan. The bank sues K in the courts of X for defaulting on 
the loan. 


Case 5 

The government of jurisdiction Y freezes the assets of the government of jurisdiction Z 
and associated entities and of Z’s leaders and prominent citizens, held by jurisdiction Y’s 
banks anywhere in the world. Consequently, Bank A, with its head office in jurisdictions 
Y and a branch in a third jurisdiction, X, refuses to repay two deposits made with it by J, 
an entity from Z caught by the freeze. One of the deposits is held in an account with Bank 


A in Y, the other in an account with Bank A's branch in X. J sues Bank A in the courts of Y 
and X for the return of its money. 


Case 6 


Banks A and B are parties to a syndicated loan to a borrower in jurisdiction X. Bank A 
agrees to purchase Bank B's share in the loan, but Bank A now claims that Bank B con- 
cealed from it certain adverse information about the borrower which it did not know 
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about. Bank A issues rescission proceedings in jurisdiction X pursuant to the law there 
of fraudulent concealment. Bank B applies in jurisdiction Y for an anti-suit injunction 
preventing Bank A from pursuing its claim in X. The purchase agreement is governed by 
the law of jurisdiction Y, there is a non-exclusive jurisdiction clause for disputes under it 
to be decided in Y’s courts, and there is an exclusion clause in it protecting each party from 
actions for non-disclosure by the other. 


Case 7 


Bank A is incorporated in jurisdiction Z with branches across the world, including juris- 
dictions X and Y. The court in jurisdiction X orders the bank to produce records main- 
tained at its branch in jurisdiction Y, relating to the bank account of a customer who is 
alleged to have breached X’s securities laws. The bank declines to produce the records, 
asserting that compliance with the order without the customer’s consent, or an order of the 
courts of jurisdiction Y, will violate Y’s bank secrecy laws. 


These examples illustrate some of the legal problems arising because banking is carried out 
internationally. Clearly many are not new, nor are most confined to banking. What follows 
is an outline of how these problems have been handled. Then an examination is made of the 
broader principles underlying the resolution of the harder cases. Comity, balancing, cooper- 
ation, and harmonization are considered. The breadth of the subject matter precludes an 
exhaustive treatment of matters such as conflict of laws and the law relating to jurisdiction. 


II. THE PROBLEMS EXAMINED 


A. REGULATING THE INTERNATIONAL BANK 


In Case 1, the bank operates in various jurisdictions and is subject to parallel, but not con- 
flicting, regulatory regimes. There is no question but that, in international law, both juris- 
dictions have the competence to prescribe and enforce their bank regulation and other 
laws. The bank must comply with both regulatory regimes. Where its branch in jurisdiction 
Y is separately incorporated, it will generally have to meet the requirements of a fully inde- 
pendent bank there. Where it is not separately incorporated, Y's regulation may be tailored 
to take into account the regulation in jurisdiction X of the bank and its branches abroad. 

Regulatory authorities will usually supervise a bank group on a consolidated, as well as 
an individual, basis.! Across many jurisdictions the regulatory regimes are now very simi- 
lar: there has been a remarkable degree of international harmonization in banking regu- 
lation since the 1980s, particularly in matters as varied as capital adequacy and controls 
on money-laundering and terrorist financing.” However, in other respects, for example 
the advertising and promotion of financial services and the degree of investor protection, 
there is still a divergence. Banks must comply with the requirements of each jurisdiction in 
which they operate. There are important issues of legal policy here: for example, whether 
the discrepancy between laws can be reduced by international agreement; the efficacy of 
soft law; and the inclination of some jurisdictions to pitch regulatory standards low to 
attract business (‘the race to the bottom’).’ 


' See p. 119 earlier. 2 See pp. 20-3, 194-5 earlier. 

3 D, Zaring, ‘Finding Legal Principles in Global Financial Regulation’ (2012) 52 Vir, J Int'l L. 683; J. Coffee, 
‘Extraterritorial Financial Regulation: Why ET Can't Come Home; in L. Gorton, J. Kleineman, and H. Wibom 
(eds.), Functional or Dysfunctional—the Law as a Cure? (Stockholm, Stockholm Centre for Commercial Law, 

2014); ‘Symposium on Extraterritoriality: Essays (2014) 99 Cornell LR 1259. 
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B. EXTRATERRITORIAL JURISDICTION 


Cases 2 and 3 raise the issue of the reach of one jurisdiction's laws beyond its borders. 


(i) International law 


Asa matter of international law, a jurisdiction has clear competence to prescribe as regards 
persons and behaviour within its own territory (‘the territorial principle’). That may extend 
to an offence committed outside a jurisdiction if it occurs partly within the jurisdiction. 
Secondly, nationality provides a basis for a jurisdiction to prescribe (‘the nationality prin- 
ciple’). In practice, a jurisdiction may not enforce its law over nationals in another jurisdic- 
tion except with especially serious crimes such as murder or sex crimes against children. 
A problem with nationality as a basis to prescribe is identity: which are a jurisdictions 
nationals? Clearly its citizens are covered, but what about residents and business entities? 
In case 5, jurisdiction Y rnay claim that its nationals include any branches of its banks 
around the world, since a branch is not a separate legal entity. That might be acceptable 
to other jurisdictions in the case of branches and representative offices, but once there is a 
subsidiary or incorporated affiliate in the other jurisdictions it becomes a different story. 

A third possible basis of extraterritoriality is the effects doctrine. It is a claim to pre- 
scribe rules of law governing conduct which has effects within a jurisdictions borders. The 
US view, set out in section 402 of the Restatement on Foreign Relations Law of the United 
States: Third, is that international law enables the exercise of jurisdiction over conduct 
having significant effects in a state.’ The approach has been given some legislative force in 
other jurisdictions: for example, in the United Kingdom the restrictions on financial pro- 
motion apply to communications originating outside the jurisdiction if they are capable of 
having an effect within it and are directed there.’ 

Fourthly, international law has recognized universal jurisdiction in a number of situ- 
ations, for example piracy, aircraft hijacking, and gross breaches of human rights. National 
courts can try defendants, whether or not they are nationals and whether the offences 
occurred within the jurisdiction. Terrorism and terrorist financing have been added to the 
list of offences giving rise to universal jurisdiction. The United Nations General Assembly 
adopted the International Convention for the Suppression of the Financing of Terrorism in 
1999, which is now in force, the UN Security Council passed resolutions 1373 (2001) and 
1624 (2005) and the General Assembly adopted an Annexed Plan of Action to Resolution 
60/288 in September 2006. Under these measures Member States are obliged to criminal- 
ize the financing of terrorism and to take steps for the tracing, freezing, and confiscation of 
terrorist funds. Thus, in the United Kingdom, the Terrorism Act 2000 criminalizes terror- 
ist fund-raising, using or possessing money or other property for terrorism, and terrorist 
money-laundering. The legislation establishes universal jurisdiction for these offences, so 
that any person can be prosecuted in the United Kingdom, even if the act is committed 
abroad, so long as it would be an offence if committed here.* 


(ii) Domestic law 


Criminal/regulatory liability 


These differing bases of international law are reflected in the domestic laws of states. Thus 
civil law jurisdictions may use a nationality principle and proceed against a national no 


* R., Higgins, Problems and Process, International Law and How We Use It (Oxford, Clarendon, 1994), 75. 


* Financial Services and Markets Act 2000, s. 21(3); Financial Services and Markets Act 2000 (Financial 
Promotions) Order 2005, 2005 SI No 1529, 
€ S, 63 of the Terrorism Act. 
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matter where in the world offences are committed. Some common law countries adopt what 
has been described as ‘subjective territoriality’ and assume jurisdiction if any element of a 
criminal offence is committed there. English law has been bedevilled by an analytical distinc- 
tion between a conduct and a result offence, so that courts only assumed jurisdiction if the 
gist, the result, or the last element occurred in England.” Now so long as a substantial meas- 
ure of the activities constituting an offence occurs in England and Wales the courts assume 
jurisdiction unless on the basis of international comity it should be dealt with elsewhere.® 

Take a straightforward example of how the problem can arise. An English customer of 
a bank in the UK, who obtains euros at a bank in Germany through the use of a payment 
card, when she knows that her account is overdrawn and she has no overdraft arrange- 
ment, may be guilty of obtaining money by deception from the German bank (to use the 
English terminology for such behaviour). Because all elements of that offence are commit- 
ted abroad, however, an English court does not regard itself as having jurisdiction. But the 
customer in such circumstances may also be guilty of another offence, obtaining a pecuni- 
ary advantage by deception, in the form of borrowing by way of overdraft at her UK bank. 
Thus a prosecution is possible in England where the overdraft arises. The policy behind 
the decision of the court which established this is explicit in the judgment: ‘If an English 
court had no jurisdiction when a person resident here with a bank account here uses his 
[payment] card abroad dishonestly, a great deal of dishonesty may go unpunished.” 

In another example, the chairman and managing director of a small London merchant 
bank, WSTC, was convicted inter alia of theft. A repurchase agreement (repo) was entered 
into in relation to securities allegedly held in Canada, and payment was made by one 
New York bank into an account with WSTC’s New York bank. It was argued on appeal 
that the moneys were obtained in New York, not England. The Court of Appeal was unim- 
pressed: the appellant and those to whom he made the representation were in London, it 
was in London that a relevant telephone call was made, all relevant documentation save 
for the crediting of the New York account came into existence in London, and it was in 
and from London that the appellant and WSTC conducted their business. Again the policy 
aspect of the court’s reasoning was explicit: 


The reliance of international banking on advancing communications technology had 
added new weapons to the armoury of fraudsters, especially those whose purpose it was 
to perpetrate fraud across national boundaries ... The court had to recognise the need to 
adapt its approach to the question of jurisdiction in the light of such changes.’ 


As in so many areas of English law, an arid conceptualization gives way in most cases to 
pragmatism in practice. Legislation now gives effect to this pragmatic approach for certain 
offences of fraud: these can be proceeded against so long as one relevant event, including 
the gain or loss, occurs in England and Wales." 

As a matter of the domestic law of a country, the reach of its legislation will depend 
partly on its terms, and partly on how it is interpreted. For example, US money laundering 
legislation claims extraterritorial jurisdiction over prohibited conduct if ‘the conduct is by 


7 See M. Hirst, Jurisdiction and the Ambit of the Criminal Law (Oxford, Oxford University Press, 2003). 

® R v. Rogers [2014] EWCA Crim 1680, [2015] 1 WLR 1017 (money-laundering—funds defrauded in 
UK deposited in Spanish bank). See Blackstone’s Criminal Practice 2016 (Oxtord, Oxford University Press, 
2015), 166. 

° R. v. Bevan (1987) 84 Cr App R 143, 148. See also R. v. Ngan [1998] 1 Cr App R 331 (CA). 

10 Ry, Smith (Wallace Duncan)(No. 4) [2004] EWCA Crim 631; [2004] QB 1418 (CA); R v. Smith (Wallace 


Duncan) [1996] BCLC 109. 
11 Criminal Justice Act 1993, s. 2(1A), introduced by Fraud Act 2006, Sch. 1, para. 25. 
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a United States citizen or, in the case of a non-United States citizen, the conduct occurs in 
part in the United States.” As a result of section 318 of the Patriot Act money laundered 
through a foreign bank can be caught." In one sense US money laundering legislation 
contains a clear claim to extraterritorial jurisdiction. In another sense, much depends on 
what conduct is regarded as occurring ‘in part in the United States. The United States takes 
the view that the Act can apply to transactions involving foreign banks and foreign nation- 
als all situated abroad if, for example, payment is via the United States. An example would 
be a payment in US dollars between foreign banks abroad but routed through corres- 
pondent banks and the CHIPS system in New York. "Under the Patriot Act the authorities 
can seize from a New York correspondent account an amount equivalent to the amount 
laundered through the foreign banks abroad. This is essentially Case 2 earlier. 

If legislation is unclear, judicial decisions and administrative practices may shape 
its interpretation. Presumptions of statutory interpretation may enter the process, for 
example, whether the legislature intended that it be confined to the jurisdiction’ territory, 
but not outside; and to persons and matters within that territory, but not to others (not 
even to its nationals outside the territory). 

An example is the decision from which the facts of Case 3 are drawn." National 
Australia Bank purchased HomeSide Lending, based in Florida, and later incurred mas- 
sive losses because HomeSide had inflated its future revenues from home mortgages. 
The Australian investors alleged a breach of anti-fraud provisions, section 10(b) of the 
Securities and Exchange Act of 1934 and Rule 10b-5 of the Securities and Exchange 
Commission made under it. The United States Supreme Court held that these provisions 
do not provide a case in the US to foreign plaintiffs suing foreign and American defend- 
ants for misconduct in connection with securities traded on foreign exchanges. The court 
referred to the longstanding principle that, when a statute gives no clear indication of 
an extraterritorial application, it has none. In the courts view, jurisdiction under the 
Exchange Act turns not upon the place where a deception occurs but upon securities 
being traded in the United States. In its ruling the Supreme Court overturned the jur- 
isprudence of the Second Circuit Court of Appeals, which had used conduct (the sig- 
nificance of the defendant's conduct in the United States) and effects (the alleged effects 
of the fraud on domestic markets or investors) as a basis to give extraterritorial effect to 
section 10(b) and Rule 10b-5.!” 


Civil liability 
The discussion so far has concentrated on criminal and regulatory legislation. It will be 
recalled, however, that claims in the civil law now play a part in pursuing the fraudulent 
and their ill-gotten proceeds. Thus a bank may be held accountable on the ground of its 
misrepresentation or fraud, or that it dishonesty assisted a fiduciary in a breach of duty or 
received money knowing that it had been paid in breach of such duty.'® 

In an English Court of Appeal decision,” a manager of the claimant company at its 
Tokyo office, and his accomplice, siphoned off moneys, which then passed through 
bank accounts in the United States and London. The moneys were to be invested with 
a company controlled by an individual with Spanish domicile, and after deposits in the 
company’s London account were later transferred to the Isle of Man (not within the 


12 18 USC § 1956(f). 8-18 USC § 1956(c). 4 See pp. 341, 351 later, 15 18 USC § 981(k). 

'6 Morrison v. National Australia Bank Ltd., 561 US 247 (2010). See P. Spender and M. Tarlowski, ‘Morrison 
and Enforcement in a Globalised Securities Market’ (2011) 35 U Melb L R 280. 

17 But see ParkCentral Global Hub Limited v. Porsche Automobile Holdings SE, 763 F. 3d 198 (2nd Cir., 2014). 

18 See pp. 278-81 earlier. Casio Computer Co. Ltd. v. Sayo (No. 3) [2001] EWCA Civ 661 (CA), 
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jurisdiction of England and Wales) and further afield. The court held that the claim 
against the Spaniard, properly analysed, was for dishonest assistance of a breach of 
trust or fiduciary duty. It also held that for the purposes of what was then the Brussels 
Convention, now the recast Brussels Regulation,” this was a claim in tort, delict, or 
quasi-delict. It followed that instead of suing in Spain, the place of domicile, it was pos- 
sible to sue in England as the jurisdiction where the harmful event (the dishonest assist- 
ance) occurred.™ As this case demonstrates, civil claims having a cross-border element 
inevitably raise jurisdictional issues. A full discussion is beyond the scope of this book. 

A court may well decide that it lacks jurisdiction to hear claims, however plausible they 
may appear. Illustrative of a court declining jurisdiction is VTB Capital plc v. Nutritek 
International Corporation,” where the claimant bank was a subsidiary of a Russian bank 
but incorporated and supervised in the UK. It entered a loan agreement and accompany- 
ing swap in London with a Russian company, both being governed by English law and 
with a non-exclusive jurisdiction claim for the English courts. The loan was to enable the 
borrower to acquire Russian companies from the first defendant, a company incorporated 
in the British Virgin Islands but with operations in and controlled from Russia. When the 
borrower detaulted, the bank sued the first defendant and those associated with it in deceit 
and conspiracy. The basis was that the sale of the companies was not a genuine arm’s length 
transaction and the sale price was grossly inflated. The UK Supreme Court upheld the 
lower courts’ decision that the appropriate forum for the claim was Russia, not England. 
Although the governing law of the alleged torts was England, the bank had not established 
that England was clearly the appropriate forum for trial when the fundamental focus was 
on Russia and Russian witnesses and the transaction was driven from Moscow. 

A controversial issue is the extent to which payments made through correspondent 
banks and payment systems in a jurisdiction enable a court there to consider a civil 
claim when otherwise there is no real connection with the jurisdiction. The issue 
arose in New York litigation involving claims by Israeli residents against a Lebanese 
bank, with no presence in the US, for personal injury and death caused by the terror- 
ist acts of Hezbollah.” The claims alleged that the bank had facilitated the terrorist 
acts by making US dollar denominated payments on behalf of what was said to be 
an arm of Hezbollah. It was held that there could be personal jurisdiction over the 
Lebanese bank under New York’s long-arm statute on the basis of its repeated use of 
a correspondent account it had with American Express Bank in New York to enable 
it to make US dollar payments. The US Court of Appeals for the Second Circuit said 
that it was not suggesting that the mere maintenance of a correspondent account in 
New York is necessarily sufficient to support the exercise of personal jurisdiction over 
the account-holder.™ 


20 Regulation (EU) 1215/2012 of the European Parliament and of the Council on jurisdiction and the rec- 
ognition and enforcement of judgments in civil and commercial matters (recast). 

21 See also Case C-228/11, Melzer v. MF Global UK Ltd [2013] QB 1112; Case C-375/13, Harald Kolassa 
v. Barclays Bank plc [2015] EUECJ C-375/13; [2015] WLR(D) 32. 

2 [2013] UKSC 5; [2013] 2 AC 337. See also Erste Group Bank AG (London) v. JSC (VMZ Red October) 
[2015] EWCA Civ 379, [2015] 1 CLC 706 (CA). 

3 Licci v. Lebanese Canadian Bank, 20 NY 3d 327, 984 NE 2d 893(2012), 732 F. 3d 161 (2nd Cir., 2013). 

24 At 171. See also Hausler v. JP Morgan Chase Bank NA, 770 F. 3d 207 (2nd Cir., 2014); Ukraine Freedom 


Support Act of 2014 (PL No 113-272), s. 5(c). 
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C. MORATORIA 


Case 4 involves whether jurisdiction X will recognize the laws of jurisdiction Y, in this case 
the moratorium of jurisdiction Y declared with respect to debts. In such cases Y’s compe- 
tence to prescribe is only partly, if at all, in issue. From the point of view of international 
law jurisdiction Y is entitled to impose a moratorium: a moratorium applied to entities in 
country Y falls directly within the territorial principle. There is a separate issue of whether 
a moratorium is in breach of Article VIII(2)(a) of the International Monetary Fund (IMF 
or ‘the Fund’) Articles of Agreement, which obliges members not to restrict the making 
of payments and transfers for current international transactions without approval of the 
IMF“ However, the issue is never a live one in practice because the IMF does not generally 
disclose whether or not it has given approval. 

No doubt the courts of Y will give effect to the moratorium as the mandatory law of the 
forum, even though the proper law of the transaction is that of another jurisdiction. Of 
course it may be that on its true interpretation the moratorium does not bite on a trans- 
action: in criminal proceedings, for example, the courts of country Y may construe it nar- 
rowly.”° Moreover, a moratorium on repayment would need to be drafted so as to extend 
to set-off and other devices such as the combination of accounts. Money repaid in breach 
of this type of law would be irrecoverable—it is not unjust enrichment of the creditor since 
the creditor is owed the money and would no doubt allocate any payment to reducing the 
debt.” 

The real question is whether, as a matter of domestic law, the courts of X will apply the 
moratorium imposed by Y. In Britain and the United States, the courts decide this issue 
independently of international law. England invokes principles of the conflict of laws; the 
United States applies the act-of-state doctrine. The courts of both interpret Article VIII(2) 
(b) of the IMF Articles of Agreement so as not to apply. 


(i) Conflict of laws 


The principles of conflict of laws set out in Rome I (i.e. Regulation (EC) No 593/2008) 
apply in EU Member States. Under these a contract is governed by the law chosen by the 
parties, expressly or clearly demonstrated by its terms or the circumstances of the case.” 
In the unlikely absence of an express choice in, say, a contract of loan, the governing law 
may be clearly demonstrated by terms such as the jurisdiction clause in the contract, or 
by circumstances such as the law expressly chosen in a closely related contract (e.g. the 
loan guarantee). There is no reason for a law so chosen to have any connection with the 
transaction.” 

In the absence of an express choice or a clear demonstration of the governing law of the 
contract, the applicable law in the case of a loan contract under Rome I will generally be 
that of the country where the lending bank has its habitual residence. (Under Rome I that 


* See S. Zamora, ‘Exchange Control in Mexico: A Case Study in the Application of IMF Rules (1984) 
7 Hous. J. Int'l. L. 103, 108-28; R. Edwards, ‘Extraterritorial Application of the US Iranian Assets Control 
Regulations’ (1981) 75 AJIL 870, 873-6; R. Buckley, ‘Why Are Developing Nations So Slow to Play the Default 
Card in Renegotiating Their Sovereign Indebtedness?’ (2005) 6 Chicago J. Int'l L. 345, 352=3; see also R. 
Buckley, “The Bankruptcy of Nations: An Idea Whose Time Has Come’ (2009) 43 International Lawyer 1189; 
R. Lastra, ‘The Role of the International Monetary Fund) in R. Lastra and L. Buchheit (eds.), Sovereign Debt 
Management (Oxford, Oxford University Press, 2014), i 

*® Cf. Swiss Bank Corporation v. Lloyds Bank Ltd. [1982] AC 584 (HL), 

7 Boissevain v. Weil [1950] AC 327 (HL). 8 Art. 3(1). 

* Art. 3(3). But it must be the law of a country: Shamil Bank of Bahrain EC v. Beximco Pharmaceuticals Ltd. 
[2004] EWCA Civ 19; [2004] 1 WLR 1784 (CA) (choice of Sharia law not sufficient). 


CHAPTER 11 CROSS-BORDER BANKING 315 


is either because the bank is providing a service, or possibly because the bank is effecting 
the contract’s characteristic performance there, i.e. making the money available.*’) The 
habitual residence of a corporate body like a bank is the place of its central administra- 
tion. However, where the contract is concluded in the course of the operations of one of 
the bank's branches, or if performance under the contract is the responsibility of a branch, 
Rome I provides that the place where the branch is located is treated as the place of habit- 
ual residence." Thus in the case of a bank loan, the applicable law will be the law of the 
place where the part of the bank contracting is located.” 

Performance of a contract under Rome I is a matter for the governing law.” In relation 
to the manner of performance regard must be had to the law of the jurisdiction in which 
it takes place. But the manner of performance has a narrow remit, covering relatively 
minor matters such as how, when, and where, rather than the substance of the obligation. 

Assume the governing law of a banking contract is Y. X’s courts will give effect to the 
moratorium under Rome I, so long as they recognize the legitimacy of the body purport- 
ing to act as the government of Y and hence of the moratorium it has imposed. What, 
however, if the governing law of the banking contract is country X and the courts of X 
are considering the case, so that the moratorium is neither the governing law of the con- 
tract nor the law of the forum? The moratorium is a mandatory provision. Under Rome 
I there are two provisions which need to be considered. First, under Article 3(3) and (4), 
if all aspects of the loan are located in Y (apart from the choice of X’s law as the law of the 
contract), the law of Y could apply. However, that certainly cannot be said about our Case 
4 when the loan was made by Bank A located in X. 

Secondly, Article 9(3) of Rome I confers a discretion on a court to apply an overriding 
mandatory provision of the law of the place of performance, insofar as that law renders 
contractual performance unlawful. Article 9(3) states that in considering whether to give 
effect to this provision, regard must be had to the nature and purpose of the law and to 
the consequences of its application or non-application. It is difficult to see how this provi- 
sion can have any purchase in our Case 4 unless, under the contract, repayment was to be 
through A's branch in Y or its correspondent bank in Y. Repayment by K would then be 
unlawful by the place of performance. Generally, Bank A would not offer that hostage to 
fortune and would insist that the loan contract provide that repayment by K is to be to an 
account in X. Consequently, under Rome I, if the governing law of the contract is X, the 
court in X would disregard the effect of Y’s moratorium on K’s payment obligations under 
the loan.” X’s court would give judgment against B for its failure to repay. 


(ii) Act of state 


US courts invoke the act-of-state doctrine, whereby their courts will not inquire into the 
validity of public acts such as a moratorium of a recognized foreign power having effect 
within its own territory. The situs of the obligation affected by the moratorium or freeze 
is crucial, since the doctrine does not apply if this is outside the territory of the foreign 
state. Thus the New York courts have enforced payment obligations under cross-border 
loans, despite a moratorium in the borrower's country, where repayment of the loan had 
to be made in New York or the jurisdiction clause required settlement of disputes there. 


30 Art. 4(1)(b) and (2) respectively. 31 Art. 19(1)-(2). 

32 Deutsche Bank (Suisse) SA v. Khan [2013] EWHC 482 (Comm), [358]-[369]. See Dicey, Morris and 
Collins on the Conflict of Laws (15th edn., London, Thompson, 2012), v.2, 2064-5. 

3 Art 12(1X(b): TATE 122): 

35 See C. Proctor, The Law and Practice of International Banking (2nd edn., Oxford, Oxford University Press, 
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An express choice of New York law as the governing law leads to a finding that the situs of 
the obligation is there.“ There are close similarities between the factual inquiries necessary 
in English and US courts for determining respectively the proper law (in the absence of an 
express choice) and the situs of the obligation. Not surprisingly, the results produced are 
similar, despite the different doctrines. 


(iii) Article VIII(2)(b) of the IMF 
Article VIII2(b) of the IMF Articles of Agreement provides: 


Exchange contracts which involve the currency of any member and which are contrary to 
the exchange control regulations of that member maintained or imposed consistently with 
this Agreement shall be unenforceable in the territories of any member.” 


In an interpretation of the Article, the Executive Directors of the IMF have said that, as a 
result, a court or tribunal in a member country cannot refuse recognition of the exchange- 
control regulations of the other members which are maintained or imposed consistently 
with the IMF Agreement.** Consequently, such contracts must be treated as unenforce- 
able, notwithstanding that under the private international law of the forum the law under 
which the foreign-exchange control regulations are maintained or imposed is not the 
law which governs the exchange contract or its performance. As a mandatory law intro- 
duced in the domestic law of IMF Member States, it cannot be excluded by the parties to 
a contract.” 

The argument for a wide interpretation of this Article is that the paramount purpose 
of the Fund is to promote international monetary cooperation.’ If exchange control or 
a moratorium has been imposed by Y, consistently with the IMF Treaty, courts in other 
Member States such as in X should, in a cooperative spirit, give effect to it. In favour of 
a narrow interpretation is commercial convenience: it would place an intolerable burden 
on banks and others if they had to be conversant with the foreign-exchange law of each 
country involved in any particular transaction, before they could be sure that it would 
not be unenforceable as being in breach of exchange-control law. Not surprisingly the 
narrow interpretation has won the day in international financial centres such as London, 
New York, and Singapore, even now after modern information systems should automatic- 
ally flag up transactions affected by particular foreign exchange laws. This may also reflect 
a rather unrefined sensibility to international treaty obligations in these jurisdictions. 

Thus English, New York, and Singapore courts confine the expression ‘exchange con- 
tracts’ to contracts to exchange the currency of one country for the currency of another.” 


% Libra Bank Ltd. v. Banco Nacional de Costa Rica SA, 570 F Supp. 870 (SDNY 1983); Allied Bank 
International v. Banco Credito Agricola de Cartago, 757 F. 2d 516 (2nd Cir., 1985). See M. Gruson, ‘Scope of Lex 
Monetae in International Transactions, in M. Giovanoli (ed.), International Monetary Law (Oxford, Oxford 
University Press, 2001), 446-9; J. Gathii, ‘Sanctity of Sovereign Loan Contracts and its Origins in Enforcement 
Litigation’ (2006) 38 Geo Wash Int’l L 251, 268ff; C. Boccuzzi, M. Brennan, and J. Johnston, ‘Defences’ in R. 
Lastra and L. Buchheit (eds.), Sovereign Debt Management (Oxford, Oxford University Press, 2014), 106-9. 

7 C. Proctor, Mann on the Legal Aspect of Money (7th edn., Oxford, Oxford University Press, 2012), ch. 15 
cites some of the vast literature on this topic. See also R. Lastra, Legal Foundations of International Monetary 
Stability (2nd edn., Oxford, Oxford University Press, 2015), 393. 

38 “Unenforceability of Exchange Contracts, Decision No 446-4, 10 June 1949, 

3 A, Lowenfeld, International Economic Law (Oxford, Oxford University Press, 2002), 667. 

® J. Gold, The Fund Agreement in the Courts (Washington DC, IMF, 1989), iv, 16, 21, 31-2. 

^ United City Merchants (Investment) Ltd. v. Royal Bank of Canada [1983] 1 AC 168 (HL); Deutsche Bank 
AG v Unitech Global Ltd [2016] EWCA Civ 119 (CA), [26]-[32]; Libra Bank Ltd. v. Banco Nacional de Costa 
Rica SA, 570 F Supp. 870 (SDNY 1983); Singapore Finance Ltd. v. Soetanto [1992] 2 SLR 407, 
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Foreign-exchange dealings would be covered, as would currency swaps if involving 
the currency in question, but not lending, securities or derivatives transactions, even 
if expressed in that foreign currency. A more generous interpretation would be that an 
exchange contract is a contract which has an impact on the foreign-exchange resources of 
the country. This accords with the policy behind exchange control and moratorium laws, 
which is to protect a state’s reserves of foreign exchange. Thus countries like France have 
given effect to another country’s exchange restrictions affecting loans and securities deals, 
and Germany has also, so long as they affected current (but not capital) payments.” 

Moreover, when Article VIII 2(b) renders exchange contracts ‘unenforceable, the com- 
mon law interpretation is that it means precisely that, rather than void or illegal. Thus acts 
fully performed under a contract are not caught. Clearly an action in tort independently of 
the contract would be permissible. Civil law countries such as Germany have had difficulty 
with the common law term ‘unenforceable’ and have taken it to mean that the claimant 
had to prove that the exchange controls invoked by the defendant were consistent with the 
IMF Articles, or that Article VII 2(b) did not apply for other reasons. 


D. SANCTIONS AND FREEZES 


As with Case 4, Case 5 involves whether jurisdiction X will recognize the laws of jurisdic- 
tion Y, in this case the freeze imposed by Y on deposits by Z’s government, nationals, and 
entities, including entity J, placed with Y’s nationals such as Bank A, including with Bank 
As branch in X. The freeze may be (i) because jurisdiction Y is acting in accordance with 
a United Nations Security Council Resolution and the freeze is part of sanctions the UN 
has imposed; (ii) because Y’s freeze is in compliance with a regional decision, e.g. of the 
European Union, of which it is a member; or (iii) a unilateral act on Y’s part. There is gen- 
erally no issue as a matter of international law of the legality of Y’s sanctions regime, even 
when Y is acting unilaterally. 


(i) UN freezes 


Freezes in relation to financial assets have become a regular feature of the international 
scene. Important freezes have been imposed by resolutions of the UN Security Council 
(UNSCRs) under Chapter VII of the UN Charter (measures to maintain or restore inter- 
national peace and security). An example is the freeze of financial assets of individuals 
and entities associated with Al Qaeda and the Islamic State in Iraq and the Levant (ISIL/ 
Da'esh).” The relevant resolutions oblige Member States to freeze without delay the funds 
and other financial assets or economic resources of the individuals, groups, undertak- 
ings, and entities specifically named. Member States must ensure that their nationals or 
any persons within their territory do not make available financial assets for the benefit 
of such persons. There may be broad criteria in the UN resolution indicating the type of 
individual, group, undertaking, or entity eligible for designation. Names and identifying 
information are submitted by Member States and international organizations. A sanctions 
committee established by the Security Council oversees the list. 

There can be little doubt about the lawfulness of such resolutions and their binding 
effect, in our example, on Bank A. Under Article 25 or the UN Charter Member States 
agree to accept and carry out the decisions of the Security Council in accordance with the 


® J. Gold, ‘The IMF's Article VIII, Section 2(b) and Scrupulosity, in J. Norton, M. Andenas, and M. Footer 
(eds.), The Changing World of International Law in the Twenty-First Century (Hague, Kluwer, 1998). 
* Esp. UNSCRs 1267 (1999), 1989 (2011), 2083 (2012), 2199 (2015), and 2253 (2015). 
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Charter, One concern which has arisen is the fairness in placing individuals and entities 
on the freeze lists.“ In 2006 the Security Council adopted resolution 1730 as a result of 
which individuals and entities can request removal from a list. By resolution 1904 in 2009 
the Security Council established the Office of the Ombudsperson, to whom applications 
to de-list can be made. Courts in some jurisdictions, as we see shortly, have taken the 
concern with fairness further when challenges to the implementation measures for UN 
resolutions have been raised there. 


(ii) EU freezes 


Although not a member of the UN itself (although its Member States are), the European 
Union acts to support the sanction measures imposed by UNSCRs. Thus Council 
Regulation (EC) No 881/2002 of 27 May 2002 as amended by Council Regulation (EU) 
2016/363 of 14 March 2016 imposes restrictive measures directed against certain persons 
and entities associated with ISIL and Al Qaeda. Article 2.1 of the Regulation provides for 
the freezing of the funds and economic resources belonging to, owned, held, or controlled, 
either directly or indirectly, by a natural or legal person, entity, body, or group listed in 
Annex I and Annex la, including by a third party acting on their behalf or at their dir- 
ection. The names in the annexes have been modified many times. Under Article 2.2, no 
funds are to be made available, directly or indirectly to, or for the benefit of, those listed. 
The EU measures only apply within the jurisdiction of the EU. Thus Article 11 provides 
that it applies ‘within the territory of the Community ... to any person elsewhere who is 
a national of a Member State ... to any legal person, group or entity which is incorpo- 
rated or constituted under the law of a Member State, [and] to any legal person, group or 
entity doing business within the Community. The Member States in turn may need to take 
measures in support of the Regulation. EU measures implementing UN sanctions will 
need to be read consistently with them.* 

The Court of Justice of the European Union will review listings under such measures, 
despite their UN origin. In Kadi I” it rejected the argument that a UN measure such as 
UNSCR 1267 on Al Qaeda and the Taliban enjoys immunity from its jurisdiction. Kadi 
had been listed under UNSCR 1267 but had not been informed of the reasons and had 
no effective means to challenge it. The court annulled the Regulation as far as it affected 
Kadi. Kadi was relisted and brought a further challenge, Kadi 1. The Grand Chamber of 
the CJEU reaffirmed its earlier approach: in principle, there should be a full review of the 
lawfulness of an EU Regulation in light of the fundamental rights which are an integral 
part of the general principles of EU law, in particular the rights of the defence and the right 
to effective judicial protection contained in the Articles 41(2) and 47 of the EU's Charter 
of Fundamental Rights. That entails considering whether in an individual case there is a 
sufficiently solid factual basis for a listing. With Kadi the reasons and evidence were not 


“ See D. Hovell, The Power of Process. The Value of Due Process in Security Council Sanctions Decision- 
Making (Oxford, Oxford University Press, 2016). 
* eg, Al-Qaida (Asset-Freezing) Regulations 2011, 2011 SI No 2742. Earlier UK regulations were struck 


down in HM Treasury v. Ahmed [2010] UKSC 2; [2010] UKSC 5; [2010] 2 AC 534. See C. Walker, Terrorism 
and the Law (Oxford, Oxford University Press, 2011), 428-36. 


‘6 Libyan Investment Authority v. Maud [2016] EWCA Civ 788. 

“ C-402/05P; Case-415/05P, Kadi v. Council of the European Union [2008] ECR 1-6351; [2008] 3 CMLR 4; 
[2009] 1 AC 1225. 

+ C-584/10P, European Commission v. Kadi [2014] 1 CMLR 24; [2014] All ER (EC) 123. See T Gazzini and 
E. Herlin-Karnell, ‘Restrictive Measures Adopted by the EU from the Standpoint of International and EU Law’ 
(2011) 36 Eur LR 798; E. Criddle, ‘Humanitarian Financial Intervention (2013) Eur J Int'l L 583; C. Gearty, ‘In 
Praise of Awkwardness: Kadi in the CJEU’ (2014) 10 Eur Const LR 15. 
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sufficient to justify his listing and the court dismissed the appeals against the General 
Court's decision to annul his listing under the Regulation.” 

The EU also imposes its own sanctions apart from UN action. These include asset 
freezes, so that EU citizens and corporations must not make payments or supply assets 
to targeted individuals and entities. In 2014 Council Regulation (EU) No 269/2014 froze 
funds held by individuals and entities which it identified as being responsible for under- 
mining or threatening the territorial integrity and independence of Ukraine.* The US has 
taken similar action on Ukraine blocking access to funds.“ The form of the EU Regulation 
follows that enacted to deal with Al Qaida and ISIL. Later, further individuals and entities 
were added to the list. 

Going a step further than a freeze, Council Regulation (EU) No 833/2014 and associ- 
ated measures limit access by Russian financial institutions and companies to European 
financial services and markets.“ There have been a variety of Commission Regulations 
and national instruments to give effect to these various EU measures.* In Case C-72/15, R 
(on the application of PJSC Rosneft Oil Co) v. Treasury, the Court of Justice of the European 
Union held that, contrary to European Commission guidance, the limitation of financial 
assistance in Article 4(3)(b) of Regulation 833/2014 does not include payment services 
such as the processing of third party payments. 

Clearly if in our Case 5 a similar freeze is imposed by jurisdiction X (the UK, say) to that 
which operates in jurisdiction Y (the US, say), entity J will be unable to recover either of its 
deposits in the courts of those jurisdictions." 


(iii) Unilateral freezes 


What of a unilateral freeze, one imposed by jurisdiction Y on banks in its jurisdiction, 
such as Bank A, and applying to Z’s nationals? 

First, there is the nature and reach of the freeze. Take section 4 of the UK’s Anti- 
terrorism, Crime and Security Act 2001, which permits a freeze order to be made against 
foreign states or persons whom it is reasonably believed have taken or are likely to take 
detrimental action against UK interests.” (Under the legislation the order may extend to 
those who assist them.) A freeze order under the Act may identify persons specifically, 
or because they fall within a description set out in the order.” By section 5(1), the effect 
of a freeze order is that it prohibits persons, which includes banks, from making funds 
available to or for the benefit of those specified in the order. Funds are financial assets 
and economic benefits of any kind. Schedule 3 of the Act contains further provisions on 


° Following Kadi have been a significant number of challenges to inclusion on EU sanction lists, includ- 
ing by banks: e.g. C-585/13P, Europaisch-Iranische Handelsbank AG v. Council of the European Union [2015] 1 
WLR 3995; Case C-176/13P, Council of the European Union v Bank Mellat, [2016] 4 WLR 84; Case C-358/15P, 
Bank of Industry and Mine v. Council of the European Union, 12 May 2016. See also L. Pantaleo, ‘Of Terrorists 
and Combatants: The Application of EU Anti-Terrorist Measures ..’ (2015) 40 E L Rev 598. 

5 Implemented in UK by Ukraine (European Union Financial Sanctions) (No 2) Regulations 2014, 2014 
SI No 693, as amended. 

51 Executive Orders 13660-2 of 6, 17, 20 March 2014, as amended; 31 CFR, Pt. 589. 

2 Council Regulation (EU) No 960/2014; Council Regulation (EU) No 1290/2014. 

5 e.g, Ukraine (European Union Financial Sanctions) (No 3) Regulations 2014, 2014 SI No 2054. 

54 See W. Blair, ‘Interference of Public Law in the Performance of International Monetary Obligations, in M. 
Giovanoli (ed.), International Monetary Law (Oxford, Oxford University Press, 2000), 411. 

5 Despite the Act's title the power was used to freeze the assets of an Icelandic Bank during the financial 
crisis when it was thought UK depositors would be placed at the back of the queue: Landsbanki Freezing Order 
2008, 2008 SI No 2668, revoked by 2009 SI No 1392; G. Lennon and C. Walker, ‘Hot Money in a Cold Climate’ 
[2009] P L 37. 

6 Anti-terrorism, Crime and Security Act 2001, s. 5(3)(b). 5 5. 5(4). 
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matters such as licences authorizing funds to be made available despite a freezing order, 
information gathering powers and penalties. In particular, the schedule states that a freeze 
order must spell out what it means to make funds available to or for the benefit of a person. 
In that regard the order may define the expression to include allowing withdrawal from 
an account; honouring a cheque; crediting a person's account with interest; and making a 
payment to or for a persons benefit.” 

The prohibition in section 5(1) applies to all persons in the United Kingdom and ‘all 
persons [banks] elsewhere who ... are bodies incorporated under the law of any part of 
the United Kingdom.” Thus a freeze order can be imposed by the UK on any UK bank and 
on its unincorporated foreign branches since these are part of the same corporate entity 
as the bank itself. Limiting the reach of a freeze order in this way can be justified on the 
nationality principle. 

However, there must be doubt whether a freeze is legitimate if, as has been the case in 
the past under some US sanctions,” it also encompasses the foreign subsidiaries of a bank 
in addition to its foreign branches. As a matter of corporation law, a foreign subsidiary is 
separate from its parent although, from the point of view of control, the subsidiary may 
be constituted such that is subject to direction by the head office to the same extent as an 
unincorporated branch. Although it may seem wrong to determine the issue simply on the 
basis of legal form, jurisdictions such as England adhere strongly to the notion of separ- 
ate corporate personality.’ Moreover, the regulators in the other jurisdiction of the bank 
subsidiary are unlikely to take kindly (to it put no higher) to it acting in accordance with 
foreign law. 

Secondly, a unilateral freeze imposed by a jurisdiction will need to comply with ordin- 
ary legal principles in that jurisdiction if it is to be valid. A recent example is provided by 
a UK Supreme Court decision, which struck down a direction made under the Counter- 
Terrorism Act 2008 restricting the access of a named Iranian bank and its UK subsidiaries 
to UK financial markets. That Act enables the UK government to give a direction toa UK 
bank, or to a bank acting in the course of a business carried on by it in the UK.“ The effect 
is to impose requirements on the bank in relation to transactions or business relationships 
with a person carrying on business in another country, that country’s government, a per- 
son resident or incorporated there, and any subsidiary of each of these. Preconditions for 
a direction are the advice of the Financial Action Task Force (FATF); if the Treasury rea- 
sonably believes that there is a risk of terrorist financing or money-laundering activities 
being carried on in a foreign country by its government, residents, or corporations there 
and this poses a significant risk to UK national interests; or if it reasonably believes that the 
development of nuclear, radiological, biological, or chemical weapons in a country poses 
a significant risk to UK national interests.“ A direction can go as far as requiring the bank 
(subject to licensed exceptions) limiting or ceasing business with the designated person.“ 

The direction before the UK Supreme Court was made on the ground that the Iranian 
bank posed a significant risk to national security by providing banking services to those 
involved in the development of nuclear weapons in Iran.“ The court held that the require- 
ments imposed were arbitrary and disproportionate, in that only that bank had been 


Sche Parana. zoe (2) (b)s 
In the Cuban and North Korean programmes foreign subsidiaries owned and controlled by US compa- 
nies had to comply. See also Ukraine Freedom Support Act of 2014 (PL No 113-272). 


‘|! See VTB Capital plc v. Nutritek International Corpn [2013] UKSC 5; [2013] 2 AC 337, [132]-[147]. 
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singled out and other Iranian banks were unaffected. Moreover, the court concluded that 
the direction was unlawful because of the failure to give the bank prior notice and an 
opportunity to make representations against its imposition.” 

Thirdly, there is the enforceability of a unilateral freeze elsewhere. In Case 6, the 
freeze is imposed by Y on its banks, including Bank A, and entity J, which is caught by 
it, seeks repayment of its second deposit from A’s branch in X, in X’s courts. Assume 
jurisdiction X is subject to the conflict of laws rules of Rome I. Under it the law gov- 
erning the deposit at As branch in X and the bank-customer relationship will be (in 
the absence of specific provision to the contrary) the law of X even if that is not stated 
expressly 

Like the moratorium in Case 4, the freeze is a mandatory provision. As we have seen 
Article 9(3) of Rome 1 confers a discretion on a court to apply an overriding mandatory 
provision of the law of the place of performance, insofar as it renders the performance of 
the contract unlawtul. The deposit is repayable in X so Article 9(3) simply does not apply. 
However, assume that the deposit is in Y’s currency, and if it is a large repayment would 
normally be through correspondent banks and a payment system in Y. Does Article 9(3) 
apply since payment is unlawful by Y, the place of performance at least in part? English 
common law contained a rule that illegality in the foreign place of performance would 
be given effect, although the governing law was England.” The principle was invoked in 
several cases involving payment where the US had imposed the freeze, and the US dollar 
was the currency of the deposit in a branch of a US bank in London. However, the English 
court held that the US need not be treated as the place of performance, since fulfilling the 
payment obligation would not necessarily have involved payment through New York.” 
Although payment in a country’s currency is normally routed through a payment system 
there, it may be effected through correspondent accounts outside New York or in other 
ways.”! 

Although this suggests that the unilateral freeze orders of a country may not have an 
extraterritorial reach, banks in other jurisdictions may have regard to it in practice. Their 
liability under the terrorism and other asset freezing laws where they operate may be sus- 
picion based, so if their customers have had their assets frozen elsewhere—even if only by 
a unilateral measure—that may trigger the suspicion threshold so that they are impelled 
to take action such as the freezing of accounts. 


E. ANTI-SUIT INJUNCTIONS 


Anti-suit injunctions require a party not to commence, or to discontinue, proceedings in a 
foreign court.” Separately a court may stay its own proceedings until foreign proceedings 


© Bank Mellat v. HM Treasury [2013] UKSC 39; [2014] AC 700, [27], [202] (substantive judgment). 
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LQR 553. 

70 Libyan Arab Foreign Bank v. Bankers Trust Co. [1989] QB 728; Libyan Arab Foreign Bank v. Manufacturers 
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are resolved or because the foreign proceedings are more appropriate.” Anti-suit injunc- 
tions have been sought in a variety of situations and banks can be involved. 

In a US case the Iranian central bank instituted action in an English court for the repay- 
ment of a deposit with the London branch of an American bank, but the latter attempted 
to have a US court enjoin the litigation. The ground was that repayment was in breach of 
the US freeze of Iranian assets. The US court refused and referred to the close connection 
of the matter with England.” However, the US federal circuits are divided as to which 
standard to apply. The liberal approach to granting anti-suit injunctions is that they are 
appropriate where the duplication of parties and issues, and simultaneous proceedings, 
threaten the speedy and efficient disposition of a case. The conservative approach is that 
they will be granted only if the foreign proceedings threaten the jurisdiction of a US court 
(primarily if the foreign court is not merely proceeding in parallel but is attempting to 
carve out exclusive jurisdiction over an action), or undermine strong public policies of the 
United States.” 

Case 6 is based on an English decision, where the Court of Appeal granted an injunc- 
tion against US litigation. English courts grant injunctions in such cases, it held, because it 
was vexatious and oppressive for a party to maintain an action in breach of an agreement 
not to do so. In such circumstances English courts do not feel any diffidence in restraining 
foreign court proceedings in the interests of comity.” 

By contrast an anti-suit injunction was refused in another English appellate case, when a 
Canadian bank sought to restrain proceedings taken by a Dutch based bank in New York. 
The claims and counter-claims in England and New York mirrored each other. The claim 
of the Canadian bank was based on an ISDA master agreement, expressly governed by 
English law and with a non-exclusive jurisdiction clause. The Court of Appeal held that 
the non-exclusive jurisdiction clause meant the parties expressly contemplated parallel 
proceedings, that in no sense was the English court the primary forum which should 
take precedence, and that in no way could the New York proceedings be characterized as 
oppressive or vexatious.” 

A court's jurisdiction to grant an anti-suit injunction derives from its in personam juris- 
diction over a party in the foreign litigation. Since all that is required for this is a presence 
within the jurisdiction, there is a wide potential for anti-suit injunctions. If there is jur- 
isdiction to grant an anti-suit injunction, the English court must then have an interest in 
restraining foreign proceedings. * Where the foreign proceedings are in breach of contract 
(e.g. an exclusive jurisdiction clause) or the English court has an overwhelming connection 
with the dispute, the court will be more ready to respond.” In general, since an anti-suit 


” Cf. anti-enforcement injunction: Arkhangelsky v. Bank St Petersburg OJSC [2014] EWCA Civ 593, [2014] 
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injunction is an equitable remedy, a claimant must come with ‘clean hands Where the 
action can be brought both in England and elsewhere, an English court will be reluctant 
to grant an anti-suit injunction: England must be a natural forum, the foreign proceedings 
must generally be oppressive or vexatious, and regard must be had to comity." 

In the EU, there was a roadblock to the grant of an anti-suit injunction because of 
the Brussels I Regulation, Council Regulation (EC) 44/2001 on jurisdiction and the rec- 
ognition and enforcement of judgments in civil and commercial matter. The court in 
one Member State could not grant a party an anti-suit injunction to prevent another 
party from continuing proceedings it already begun in the court of another Member 
State, even if the other party was acting in bad faith and court of the first Member State 
had exclusive jurisdiction under the contract between them.* This was based on the 
first seized principle in the Regulation and the assumption of mutual trust between the 
courts of Member States. Those intent on wearing down an opponent could not ask for 
a more favourable rule, which put a premium on the race to the court and encouraged 
the launch of torpedo proceedings elsewhere than the court with exclusive jurisdiction 
under the contract. 

In outline, Regulation (EU) 1215/2012, which came into effect in early 2015, recast 
the Brussels 1 regulation (‘Brussels I Recast’). Under Article 25(1) the court of a Member 
State chosen by the parties has exclusive jurisdiction over a matter. The court of another 
Member State seized of a claim concerned with that matter must stay proceedings.™ In 
effect this reverses the previous position under the Brussels 1 regulation. However, it is 
possible where related proceedings are pending in the courts of different Member States 
for the court having exclusive jurisdiction, if not the court first seized, to stay its proceed- 
ings to await the outcome of the proceedings in the other court.™ 


F. "SECRECY LAWS 


A real problem is Case 7, which has generated controversy. A court or regulator in jur- 
isdiction X orders an international bank, with a presence in the jurisdiction, to produce 
information about a customer from a branch in another jurisdiction, Y, in breach of the 
bank secrecy law there. The rules about jurisdiction to prescribe and enforce do not assist. 
Both jurisdictions have a competence to prescribe—X can prescribe the behaviour of the 
customer (e.g. on its markets) and of the bank (to produce the information), while Y can 
prescribe confidentiality duties for accounts with banks there. X’s competence to enforce 
its law is territorial, but this is satisfied because its orders are directed to the bank, which 
is in the jurisdiction. 

The approach of the English courts to requests to them to breach foreign bank secrecy 
has already been touched on. In the leading decision a claimant sought an order against 
an international bank—not a party to the case—for disclosure of information held at 
its head office in New York relating to an account of one of the defendants, a Bahamian 
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81 Deutsche Bank AG v. Highland Crusader Offshore Partners LP [2009] EWCA Civ 725; [2009] 2 All ER 
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82 Case 159/02, Turner v. Grovit [2004] ECR 1-3565; Case 159/02, Erich Gasser GmbH v. MISAT Srl [2003] 
ECR 1-14693. See A. Briggs, ‘Anti-suit Injunctions and Utopian Ideals’ (2002) 120 LQR 529; A. Clarke, “The 
Differing Approach to Commercial Litigation in the European Court of Justice and the Courts of England and 
Wales’ (2007) 18 Eu Bus LR 101. 
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company. Hoffmann J held that only very exceptionally would the court order a foreign 
bank, not a party to an action, to disclose documents abroad in breach of secrecy duties 
there. Alternative avenues such as letters of request and applications to the foreign court 
were to be preferred.” 

The controversy has been sparked largely by US regulatory efforts (rather than those 
of other jurisdictions’) seeking disclosure elsewhere and then running up against bank 
secrecy laws in those other jurisdictions. Notable US orders of this nature have involved 
grand jury subpoenas issued in relation to investigations by enforcement bodies. The 
orders initially were made against US banks with foreign branches, because the US head 
office supposedly had control over them. Later the orders were extended to foreign banks 
with branches in the United States.” 

In civil actions foreign banks with branches in the United States have been ordered by 
New York federal courts to disclose information for the purposes of the litigation against 
them, despite the information being located abroad and its disclosure there being in breach 
of secrecy laws.** Disclosure orders have also been made post judgment so a claimant can 
enforce against assets held abroad.” 

In considering whether to make a disclosure order despite foreign secrecy laws, the 
American Law Institute's Restatement advises US courts to use a balancing test.” In imposing 
sanctions for non-compliance courts should examine the good faith of the bank. Foreign law 
is examined to ensure that the material falls within the secrecy protection and to determine 
whether there are comparable provisions to those in the United States. Factors in favour of an 
order are that the foreign secrecy law is civil, rather than criminal; that there may be a defence 
to a criminal prosecution under the foreign law if production is pursuant to the order of a 
US court; and that there is no real risk of the bank being prosecuted for breaching the bank 
secrecy law. Good faith requires the bank to endeavour to comply with the order if possible 
under the terms of the foreign law (e.g. by applying for permission to the foreign authorities). 

Consistently with the change in direction by the Supreme Court in Daimler AG 
v. Bauman,” the US Second Circuit Court of Appeals has limited the circumstances in 
which New York courts may exercise general jurisdiction over a foreign bank. In Gucci 
America Inc. v. Weixing L,” the plaintiff manufacturer of designer goods sued the defend- 
ant sellers of counterfeit products. It obtained an order preventing the defendants from 
selling the goods and freezing their assets. It then served the New York branch of the Bank 
of China with the order and subpoenaed it to produce documents concerning the defend- 
ants, including documents in China. The Bank of China was not a party to the litigation 
and the court held that it could not be compelled to comply with the subpoena. Unless the 
case was exceptional, New York's general jurisdiction only applied to a bank which was 


“= Mackinnon v. Donaldson, Lufkin œ Jenrette Securities Corp. [1986] Ch 482. See also Société Eram Shipping 
Co, Ltd. v, Cie Internationale de Navigation [2003] UKHL 30; [2004] 1 AC 260 (HL). 

*% But see Brannigan v. Davidson [1997] AC 238 (PC, NZ) (criticized in C. McLachlan, ‘The Jurisdictional 
Limits of Disclosure Orders in Transnational Fraud Litigation’ (1998) 47 ICLQ 3, 39-46); Spencer v. R. [1985] 
2 SCR 278 (SCC); Australia and New Zealand Banking Group Ltd v. Konza, (2012) 206 FCR 450; [2012] FCA 
FC 12, all tax cases. 

*” e.g, United States v. Bank of Nova Scotia, 691 F. 2d 1025 (11th Cir., 1982); In re Grand Jury Proceedings 
Bank of Nova Scotia, 740 F. 2d 817 (11th Cir., 1984), cert. denied 469 US 1106 (1985). 
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‘essentially at home’ in New York, which meant that it was incorporated in New York and 
maintained its principal place of business there. The Bank of China did not satisfy that 
test: its branches were not incorporated in the US and its principal place of business was in 
China, with only four of its 10,000 branches in the US.” 

What has been the reaction elsewhere where a bank which is ordered by a US sub- 
poena to produce information about a customer's dealings? Other common law courts 
have applied conflict-of-laws analysis. If the proper law of the bank account is England, 
say, the English courts have generally upheld bank confidentiality, despite the US order.” 
Moreover, the Hong Kong Court of Appeal has held in such circumstances that the ‘com- 
pulsion of law’ qualification to a bank’s duty of confidentiality does not include an order 
directed at it from a foreign court.” It is doubtful if this line can be maintained. Chapter 9 
argued that bank confidentiality, properly analysed, always involves a weighing of the 
public interest, and that these days there is a strong public interest against allowing the 
banking system to be used as a channel for wrongdoing or unlawful action. Bank confi- 
dentiality should have less weight in this balance; assisting foreign supervisors and regula- 
tors must often outweigh it. 

Where the US courts have used established international procedures for obtaining evi- 
dence, such as letters of request, English courts have been more responsive. In one case it 
was said that, although an English court might not accede to a request when this was against 
the public interest—and there was a public interest in maintaining bank confidentiality: 


[t]here is, in my view, also clearly a public interest, and a very strong one, in not permitting 
the confidential relationship between banker and client to be used as a cloak to conceal 
improper or fraudulent activities evidence of which would otherwise be available to be 
used in legal proceedings, whether here or abroad.” 


Such sentiments are now likely to weigh heavily. Banks might vary their contracts with 
customers to allow the bank to respond to requests from bank regulators, including those 
from another jurisdiction.” 


III. RESOLVING A CLASH OF JURISDICTIONS 


The case studies illustrate the potential for clashes between the laws of different jurisdic- 
tions applying to a bank. Regulatory requirements may differ for the one bank operating 
in two jurisdictions (Case 1); the law in one jurisdiction makes unlawful behaviour which 
is conducted abroad, or if read expansively could have that extraterritorial effect (Cases 2 
and 3); in one jurisdiction there is a claim for repayment by or against a bank, but another 
jurisdiction forbids repayment (Cases 4 and 5); one jurisdiction says a bank may be sued, 
another that the proceedings in that jurisdiction ought not to proceed (Case 6); and one 
jurisdiction requires a bank to disclose information, but that is in breach of the law in 
another (Case 7). Case 2 also raises the issue of whether, if one jurisdiction fails to act 


% Cf. In the Matter of B&M Kingstone LLC v. Mega International Commercial Bank, 131 AD 3d 259, 15 NYS 
3d 318 (2015). l 

% X AG v. A bank [1983] 2 All ER 464; [1983] 2 Lloyd’s Rep 535 was a pre-Rome I case but the same analysis 
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% The Santa Fe Case [1985] ECC 187, [22] (1984) 23 ILM 511, 516, per Drake J. 

” D. Chaikin, ‘A Critical Examination of how Contract Law is used by Financial Institutions operating in 
Multiple Jurisdictions’ (2010) 34 Melb. U. LR 34. 
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against wrong-doers, should another jurisdiction prosecute them. How are such clashes 
resolved? 


A. AVOIDING PROBLEMS 


While a clash of jurisdictions may exist it may not manifest itself, or it may be avoided. The 
bank may simply comply with the differing legal requirements of the jurisdictions where 
it operates. If there is regulatory liability in more than one jurisdiction, the authorities in 
one may not take further action following proceedings in the other. While one jurisdic- 
tion may maintain that there is liability under its laws, it may respect an order of a foreign 
court to the contrary. Bank regulation may avoid jurisdictional clashes by providing that 
information made available to local regulators can be passed on to regulators in other 
jurisdictions. Common law courts may avoid problems arising in the application of their 
own legislation through the presumption against extraterritoriality. 


B. BLOCKING MEASURES 


At the other end of the spectrum, in some cases clashes caused by extraterritoriality are not 
resolved and there is a stand-off or only a partial compromise. Thus the Cuban Liberty and 
Democratic Solidarity Act of 1996 (‘the Helms-Burton Act’) of the United States Congress 
purportedly extended to non-US entities, such as banks financing transactions affecting 
property of Americans nationalized by the Cuban government.” In response to that, an 
EU Regulation provided that no US judgment or administrative decision giving effect to 
that Act was enforceable and, in general, that European banks should not comply with it.” 
This is just one example of blocking legislation resisting US extraterritorial claims. Ontario 
took the lead with its Business Records Protection Act 1947, which was prompted by a US 
anti-trust investigation. The UK’s Investment Exchanges and Clearing Houses Act 2006 
was designed to prevent London-based exchanges and clearing houses taken over by US 
interests from having to comply with ‘excessive’ US-mandated regulation (one measure of 
‘excessive’ being, if it is more than what is required by EU or UK law). 

EU blocking measures were avoided and a compromise with the US reached concern- 
ing SWIFT (the Society for Worldwide Interbank Financial Transactions), the Belgium- 
based international messaging service for banks sending payment and other instructions. 
Under its terrorist financing tracking programme, the US Treasury's Office of Foreign 
Assets Control (OFAC) issued regular administrative subpoenas to SWIFT about financial 
transactions by suspected persons or organizations. As a result SWIFT made available data 
on financial transactions which it maintained in the US but which could involve transac- 
tions outside the US. The legal basis of such subpoenas in US law is the International 
Emergency Economic Powers Act, which empowers the production of information pursu- 
ant to a presidential declaration of national emergency such as the one issued in Executive 
Order 13224 in 2001 with respect to terrorism. 

When the matter became public, there was criticism in the European Union of SWIFT 
and the banks for acting in breach of EU and Belgium law, in particular data protection 
law, because they did not inform customers that the details of their payments were being 


% See p. 263 earlier. ” 22 USC § 6082. 
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disclosed to the US authorities. Eventually, and after the European Parliament had 
rejected a first agreement, the EU and the US reached a compromise: SWIFT can transfer 
information, but only on specific request (not in bulk), and after Europol has confirmed 
compliance of the request with the agreement. Moreover, under the agreement the US 
Treasury undertakes to operate safeguards so that the data will only be used against ter- 
rorism and will not be disclosed to others or unlawfully processed. There are also limits on 
retaining the data and there is independent monitoring of compliance.’ 


C. JUDICIAL DECISION-MAKING: COMITY AND BALANCING 


As a matter of judicial decision-making, how might jurisdictional clashes be avoided, or 
at least mitigated, while still achieving the policy objectives of the two jurisdictions? Two 
approaches which common law courts have invoked to mitigate a clash of jurisdictions are 
comity and balancing interests. 

Comity means that courts may give respect and recognition to foreign law and court 
rulings, having taken into account the rights of those within its own jurisdiction. English 
courts may have referred to comity in justifying a course of action. In a leading banking 
case, the Court of Appeal set aside an order against the head office of a UK bank to have it 
disclose information about dealings on a clearing account which one of its branches had 
with a foreign bank outside the jurisdiction. The court held that, although it could make 
the order under the Bankers’ Books Evidence Act 1879, it should not in its discretion do 
so because of the danger of a conflict of jurisdictions between the High Court in England 
and the foreign court (which previously had refused to make such an order). But comity is 
an unclear concept and for that reason the common lawyer outside the US has been rather 
wary of it.'% 

Balancing interests is another approach to minimizing jurisdictional clashes. Say the 
law of one jurisdiction requires a bank to act, but that is in breach of the law of another 
jurisdiction. Under this approach the courts of the first will balance the different interests 
before deciding to apply their law. Developed by the US courts in the context of anti-trust 
activities, the notion of balancing interests is now incorporated in general terms in sec- 
tion 403(3) of the Restatement of the Foreign Relations Law of the United States: Third. This 
provides that, when it is not unreasonable for each of two states to exercise jurisdiction to 
prescribe in relation to a person or activity, but the prescriptions of the two are in conflict, 
each state has an obligation to evaluate its own, as well as the other state's interest in the 
light of all the relevant factors, and to defer to the other if that state's interests are clearly 
greater.'”” 
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The Restatement provides only that the foreign state's interests must clearly be greater 
before the United States exercises its jurisdiction to prescribe. Moreover, is the weight to 
be attached, say, to the bank secrecy laws of jurisdiction Y to be greater than that attaching 
to the law enforcement interests of jurisdiction X? Lord Collins has suggested: 


It is one thing to pay respect to Swiss secrecy laws; they have their origin in the protection 
of basic human rights and not in the facilitation of fraud and crime, and Switzerland is a 
country with a strong international currency and an indigenous banking business. Can the 
same respect be due the Cayman Islands? The banking business there consists of branches 
of foreign banks which act largely as accommodation addresses for the transfer of funds." 


In practice, balancing when invoked by a US court seems regularly to result in a finding 
that it has jurisdiction to make an order. While referring to the laws of other jurisdictions, 
US courts have often given them short shrift." One can also question whether, as a matter 
of institutional competence, the judiciary is in the best position to evaluate what may be 
a foreign policy issue—the weight to be given to the interests of a foreign state. In hold- 
ing that the Foreign Sovereign Immunities Act of 1976 did not restrict the discovery of a 
foreign state's extraterritorial assets in aid of post-judgment attachment, the US Supreme 
Court in Republic of Argentina v. NML Capital Ltd., said that the potential foreign relations 
consequences of such broad orders were not for it to solve. ™® 


D. INTERNATIONAL COOPERATION 


Of major importance is the attempt to resolve jurisdictional clashes by means of inter- 
national cooperation. There are various ways of slicing this topic, but the one adopted here 
is classifying the cooperation on the basis of whether as a matter of legal form it is unilat- 
eral, bilateral, or multilateral. 


(i) Unilateral cooperation 


With an international bank, information required by one bank supervisor will often be 
required by bank supervisors in other jurisdictions where the bank has a presence. The 
attitude of the local judiciary is relevant, as we have seen, to supervisor efforts by foreign 
supervisors. The trail may be blocked by an injunction, as the local courts effectively ele- 
vate a local public policy, such as bank secrecy, into a universal human right. The reality of 
modern banking and bank supervision was recognized in an important decision directing 
a bank to comply with a Bank of England notice, even though the latter was cooperating 
with the US Federal Reserve and it was said that the information was for the purposes of 
US bank supervision. Hirst J said that the bank’s counsel 
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seeks to draw a line down the centre of the Atlantic, and to suggest that in some way the 
supervisory operations of the Federal Reserve Board and those of the Bank of England are 
separate and unconnected. In fact, in the world of international banking today, supervisory 
authorities in various countries can, should, and no doubt do regularly cooperate on mat- 
ters of mutual supervisory concern.!” 


Local legislation may provide an avenue for local supervisors to assist foreign supervisors 
and thus to side-step the courts. Thus, in the UK, the Financial Conduct Authority and 
the Prudential Regulation Authority are under a general duty not to disclose confidential 
information obtained in the course of their supervision of banks.!® However, one of the 
gateways is if disclosure to other supervisors will facilitate the carrying out of supervisory 
functions.'"! 


(ii) Bilateral cooperation 


There has been considerable progress with mutual criminal legal-assistance treaties, 
especially between the United States and foreign jurisdictions.'' These provide for the 
law-enforcement machinery of one jurisdiction to be made available to assist criminal 
investigations and prosecutions in the other. Assistance can include locating persons and 
bank accounts, obtaining testimony, and providing records (even confidential records). 
Modern mutual legal assistance treaties cover conspiracy, if only implicitly, and are in terms 
wide enough to cover most other criminal offences (save, in some cases, fiscal offences). US 
mutual assistance treaties cover grand jury proceedings, but not always proceedings which 
are not directly criminal such as assets seizure. The procedures under the treaties are not 
exclusive. The UN Model Treaty on Mutual Assistance in Criminal Matters does not enable 
breach of local bank secrecy laws to be used as the sole ground for refusing assistance.’ 

Mutual legal-assistance treaties have been heavily criminal, so that they do not neces- 
sarily cover regulatory offences. Nor are they always sufficient to cover the preliminary 
inquiries before an offence can be prosecuted. Here, however, a memorandum of under- 
standing (MOU) may be available. These fall short of being legally binding international 
instruments. MOUs have been popular in areas such as banking and financial services 
regulation. An inquiry pursuant toa MOU may lead to the sharing between regulators of 
confidential information.'" 


(iii) Multilateral cooperation 


The Hague Convention on the Taking of Evidence Abroad in Civil or Commercial Matters 
1970 is a well-known example.''* Chapter I of the Convention applies to letters of request, 
issued by the judicial authorities of a Contracting State in civil or commercial matters, 
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to obtain evidence intended for use in judicial proceedings. A request can include oral 
testimony and the inspection of documents. Civil or commercial proceedings include 
tax proceedings,''® and probably also a claim for the restitution of profits in relation to 
insider-dealing. The Convention does not cover the collection of evidence for regulatory 
proceedings having a criminal element. Under the Convention, countries like the United 
Kingdom will not execute letters of request for obtaining the pre-trial disclosure against 
third parties to litigation.'” 

Thus the Convention did not resolve some of the contentious extraterritorial claims by 
some states. The United States view is that the Convention does not provide an exclusive 
and mandatory procedure for obtaining evidence abroad, and thus courts are not deprived 
of the jurisdiction they otherwise possess to order a foreign party to produce evidence 
located within a signatory nation.''* Where the Convention applies, however, proceedings 
to obtain evidence in other ways may cause objection on the part of other countries. 

Outside the civil law, multilateral cooperation is patchier, at least as a matter of law on 
the books. For Europe there is a Council of Europe Convention on Mutual Assistance in 
Criminal Matters of 1959, supplemented for the European Union by the EU Convention 
on Mutual Assistance in Criminal Matters between Member States of 2000.'!’ Of particu- 
lar importance is a Protocol to the latter, which in general terms obliges Member States 
of the EU to take measures to ensure that requests from each other can be answered as to 
whether someone subject to a criminal investigation for a serious offence holds or con- 
trols one or more bank accounts and, if so, the details.'°° The particulars of specified bank 
accounts and of operations through them must also be provided. Requests to monitor 
specific accounts must be carried out, and banks must be prevented from tipping off cus- 
tomers about a request. A Member State shall not invoke banking secrecy as a reason 
for refusing any cooperation regarding a request. In the UK, the Crime (International 
Co-operation) Act 2003 confers compulsory powers to obtain evidence about banking 
transactions in such cases."”' 

In practice a great deal of multilateral cooperation between bank supervisors occurs 
on an informal basis, fostered through meetings of the various Basle Committees and 
otherwise. 


E. INTERNATIONAL HARMONIZATION 


The activities of the Basle Committee on Banking Supervision, the Financial Stability 
Board, the Financial Action Task Force, and the International Organisation of Securities 
Commissions have resulted in important principles of banking supervision and regula- 
tion being harmonized across jurisdictions. In Europe this has been underpinned by the 
actions of the European Union. Especially relevant to the discussion in this chapter is har- 
monization with respect to money-laundering and terrorist financing. Associated with 
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harmonization within the European Union has been mutual recognition. Moreover, the 
Basle, European, and other regional initiatives have also meant that cooperation between 


bank supervisors and regulators in different jurisdictions has been facilitated on individ- 
ual matters. 


IV. CONCLUSION 


Jurisdictional clashes over banking matters continue to occur. Some are resolvable in 
accordance with established legal doctrine, some in accordance with bilateral and multi- 
lateral agreements between states. There remains a question mark over how much is 
achievable in reducing the conflict by pursuing notions of jurisdiction, comity, and the 
balancing of interests. Rather, shared concerns on substantive issues—as in recent times 
with money-laundering and terrorist financing—are more likely to lead to deference by, 
and cooperation between, jurisdictions. Banks sometimes find themselves involved indir- 
ectly in these jurisdictional clashes. Legally, there is little they can do to avoid this. In 
practice they could avoid being caught in the jurisdictional clashes, which occur when the 
authorities pursue the unmeritorious and criminal across borders, by scrutinizing their 
customers and ceasing to have dealings in offshore centres of dubious reputation. 


PART III 


PAYMENT AND 
PAYMENT SYSTEMS 
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PRINCIPLES OF PAYMENT 


Payment and banking generally go hand-in-hand. Except for relatively small-value trans- 
actions, where cash, payment cards, and, increasingly, forms of e-money are used, pay- 
ments are usually made through the banking system.' This does not mean that banks are 
essential to payment, just that in larger commercial transactions the alternatives are gen- 
erally inconvenient, insecure, or impractical. 

For some time central banks have had the integrity of payment systems high on their 
agenda. The banking system is threatened if that integrity comes into question—a bank’s 
inability to pay may lead to systemic risk in the system as a whole. The speeding up of pay- 
ments, the international character of large value payment mechanisms, the sheer volume 
of payments (resulting, in particular, from foreign exchange, securities, and derivatives 
deals), issues of cyber security and the formidable developments in financial technology 
(“Fintech”) accentuate the problem.’ 

What this chapter aims to do is to analyse at a general level some of the legal problems 
arising with payment through the banking system. Specific payment methods are exam- 
ined in the next chapter. The first section of the present chapter sketches the basic elements 
of payment and the way banks make payment. The second section turns to some specific 
issues—how payment obligations are discharged, whether payment instructions can be 
countermanded, the availability of funds to payees, and the completion of payment as 
between banks. The third section of the chapter examines clearing and settlement systems. 
In the main the focus of this chapter is on large payments, rather than retail payments. 

At the outset it should be emphasized that the law in some of these areas is still develop- 
ing. The resolution of disputes and conclusions of law can be influenced by banking prac- 
tice.’ Banking practice in turn can be influenced by a range of factors, not least changes 
in Fintech. Other factors include perceptions regarding the risks associated with a pay- 
ment mechanism. The method of payment, the terms of transfer, the relationship between 
the banks—all have been commented on by the courts. Law, practice, and technology are 
intertwined. 

With international payments different systems of law may govern different parts of the 
transaction—for example, the law of the payer bank, the law of any intermediate banks, 
the law of the payment system and settlement, and the law of the payee. Which system of 
law applies will depend on the issue being considered. Some of the difficulties when ditfer- 


ent systems of law apply were addressed in Chapter 11. 
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There have been attempts to place the law of payment on a firmer and clearer founda- 
tion. At the international level the International Chamber of Commerce has had Uniform 
Rules for Collections since 1956, designed to codify good banking practice in relation 
to documentary collection.’ In 2013 it adopted the Uniform Rules for Bank Payment 
Obligations to facilitate supply chain finance in international trade. UNCITRAL has drawn 
up a Model Law on International Credit Transfers (1994). In particular in this chapter we 
observe the work of the Committee on Payments and Market Infrastructures ((CPMI, for- 
merly the Committee on Payment and Settlement Systems, ‘CPSS’), hosted by the Bank 
for International Settlements in Basle, which working with central banks and others seeks 
to promote the safety and efficiency of payment, clearing, settlement, and related systems. 

At the regional level the European Union has taken a number of measures to place the 
law of payment on a firmer and clearer foundation. Thus the Payment Services Directive 
aims at establishing a comprehensive set of rules applicable to all payment services in the 
European Union.° The Settlement Finality Directive is designed to reduce the risks associ- 
ated with the insolvency of a participant in a payment system.” Other measures in the EU 
concerning payment systems have resulted from the adoption of the euro. 

As in other areas of banking law, legal developments in payments law in one jurisdiction 
have spread elsewhere. Thus Article 4A (‘Funds Transfer’) of the Uniform Commercial 
Code of the United States was influential in the thinking about how to define the rights 
and obligations which arise around what is called in this chapter a credit transfer. 

Finally, a note on terminology. This chapter tend uses the terms ‘payer’ (Pr) and ‘payee’ 
(Pe), and ‘payer bank’ (PrB) and ‘payee bank’ (PeB) as the most general available. Some 
discussions use the alternatives ‘creditor’ and ‘debtor, but these terms are not always 
appropriate. Take a bank making moneys available under a syndicated facility; it pays 
the agent bank, which in turn pays the borrower. Draw-down by the borrower imposes 
an obligation on the bank to pay, but in this scenario it would be confusing to call the 
borrower the creditor rather than the debtor. The terms ‘transferor’ and ‘transferee’ are 
common but, as explained shortly, can be misleading. Legislative instruments, such as 
the UNCITRAL Model Law on International Credit Transfers, use the terms ‘originator’ 
and ‘beneficiary. The term ‘beneficiary’ has a well-established meaning in other contexts 
(a beneficiary under a letter of credit; in common law jurisdictions, a beneficiary under a 
trust). The Model Law complicates matters yet further by referring also to the ‘sender’ and 
the ‘receiving bank. 


I. BASIC ELEMENTS AND MECHANISMS 


Certain fundamentals of banking law, relevant to payment, have already been canvassed. 
One is mandate.’ These days banks make many payments on their own initiative, resulting 
from their own dealings in foreign exchange, securities, and derivatives. When customer- 
driven, however, mandate is central to payment. If a bank acts within the mandate, it may 
claim reimbursement from the payer (e.g. by debiting its account if it has one). If it acts 
outside the mandate, for example paying on a fraudulent mandate, it has no authority to 
claim reimbursement, although the payer may ratify what the bank has done, or it may be 
estopped from denying the bank's right to reimbursement. 

It is sometimes said that the payers bank must comply strictly with the terms of the 
mandate, but this means only that it must act within its terms. A bank is not necessarily 


4 Currently ICC 522, 1995. 5 See pp. 367-9 later, 
® See p. 346 later. 7 Seep. 119 earlier, 
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to be regarded as guaranteeing any particular result, for example, discharge of a payment 
obligation. So long as it exercises reasonable care and skill in carrying out its instructions, 
for example in choosing a payment method or correspondent, it may be regarded as ful- 
filling its mandate. But acting with reasonable care and skill means paying on time: if a 
bank accepts a mandate to pay by a specified date, it cannot excuse non-performance on 
its own part. 

Another fundamental addressed earlier, the relationship between banks, is also rele- 
vant. Banking networks are necessary to most payments.” Banks may act through corres- 
pondents in effecting payment. The role of correspondents was examined in Chapter 8. 
Also discussed there was the liability of banks to customers when payment is wrongly 
effected through a banking network. The payment network may be bilateral or multilat- 
eral. Correspondent banks enter bilateral contracts with each other. However, banks will 
be members of payment systems, which are typically governed by multilateral contracts 
and may involve the central bank. Systemically important payment systems will be subject 
to oversight of the central bank.’ 


A. BASIC ELEMENTS 


Three basic elements of making payment through the banking system deserve to be high- 
lighted. The first is the payment order (or message); the second is that payment involves 
movements on accounts; and the third is clearing and settlement. 

Payment orders in this context are unconditional instructions to effect payment in 
favour of a payee. They may facilitate a credit or debit transfer. It is with receipt of a pay- 
ment order that banks effect payment. In practical terms, a payment order will divide 
between the customer’s mandate to its bank to pay, the instruction which that bank then 
sends to another bank (e.g. the payee’s bank or a correspondent) and so on. In fact, if in 
effecting payment the payer's bank sends a message to one of its correspondent banks, 
the payer’s bank, as the customer of its correspondent, is in the same position in giv- 
ing instructions as its customer is in instructing it. Traditionally payment orders were 
paper-based, but outside the realm of cheques and payment cards they are now conveyed 
electronically. 

A second basic element of payment through the banking system is that it involves 
movements on accounts. Obviously a payer's account is debited, and the payee'’s credited. 
In addition, as we will see on closer examination of payment mechanisms later, other 
accounts may also be debited and credited, such as those which the payer's bank has with 
an intermediary bank or its correspondent. ‘Thus payment is not eftected by the assign- 
ment of any debt the payer’s bank owes the payer. This is made explicit in the case of bills 
of exchange, where statute provides that a bill does not constitute any assignment of a debt 
claim which the customer has against the bank, nor of any moneys of the bank. Despite 
occasional suggestions to the contrary, this is clearly also the case with other methods of 
payment.” 

Consequently, a payer may be able to revoke after giving instructions to its bank, which 
would not be possible if payment was by way of assignment. Moreover, payees have no 
contractual claim on the basis of assignment against a payer bank, but only in contract 


8 See pp. 229ff earlier. ? See p. 355 later. 
10 Bills of Exchange Act 1882, s. 53(1); Deposit Protection Board v. Dalia [1994] 2 AC 367, 400 (HL). 


1 Libyan Arab Foreign Bank v. Bankers Trust Co. (1989) QB 728, 750; R. v. Preddy [1996] AC 815, 834 (HL). 
Cf. R. v. King [1992] QB 20 (CA); Delbrueck & Co. v. Manufacturers Hanover Trust Company, 609 F. 2d 1047, 
1051 (1979). 
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against their own bank. Exceptionally, however, a contract may arise between the payer 
bank and the payee. A letter of credit provides an example.’ But this has nothing to do 
with assignment. 

That payment through the banking system involves a movement on accounts can- 
not be emphasized enough. The language sometimes used, such as ‘funds transfer, con- 
jures up an image of the physical movement of funds or property. Legal analysis which 
touches on the payment system, such as that relating to the English doctrine of tracing, 
has been bewitched in the past by this image of money or property moving along a chain." 
Payment through the banking system—whether by credit transfer, direct debit, cheque, 
mobile phone, or the other means considered in the next chapter—involves a movement 
on accounts effected, of course, following receipt of a payment message. 

A third basic element of payment through the banking system is clearing and settle- 
ment. Clearing is the process of transmitting and reconciling payment orders; settlement 
involves the banks discharging their own obligations arising out of a payment. Settlement 
can be effected by a movement on accounts which both banks have with a third bank, 
but is regularly effected by a movement on the accounts which banks have with a central 
bank. This is yet another example of how payment through the banking system involves 
a movement on accounts. Clearing and settlement are dealt with at greater length later in 
the chapter. 

An important point for the time being is that final settlement is typically across the 
books of the central bank. The central bank changes the balances on the accounts which 
the banks have with it. Use of so-called central bank money in this way offers a risk-free 
means of settling payment obligations. ‘The central bank may offer intraday liquidity to the 
banks so they are able to settle, although that will typically be secured by the banks pro- 
viding high-quality, highly liquid collateral.'* With settlement effected this way, payments 
involving a particular currency are usually routed through the place of that currency’s 
central bank. Thus US dollar payments are usually settled in New York, euro payments 
through Frankfurt, sterling payments in London, renminbi (RNB) payments in Beijing, 
yen payments in Tokyo, and so on. 


B. CREDIT/DEBIT PAYMENTS 


The sequence of banking operations involved in payment turns, in part, on whether there 
is a credit transfer or debit transfer. With a credit transfer the payer instructs its bank to 
pay, and the payer's bank responds in a variety of ways. One response is to debit the payer’s 
account. If the payee has its account at another bank, the payer's bank will send a payment 
message to that bank (perhaps indirectly, as we shall see). Ultimately the payee’s account 
will be credited. Funds are often said to be ‘pushed’ to the payee, but the language is apt 
to mislead when all that payment entails is at most messages, movements on accounts, 
and ultimately settlement between different banks. Credit transfers are widely used for 
commercial payments, but they also feature in payments of employee's salaries, company 
dividends, and social welfare benefits, and in certain retail payments. 

With a debit transfer the sequence begins with the payer authorizing its bank to pay, but 
actual payment is initiated when the payee presents a debit instrument (e.g. a cheque) or 
debit instruction (e.g. under a direct debit mandate) to the payer’s bark. Typically this will 
be through the payee’s bank. For example, with non-paper-based systems the payee’s bank 


See pp. 506ff later." See T. Cutts, “Tracing, Value and Transactions’ (2016) 79 MLR 381. 
1 e.g. Bank of England, Bank of England Settlement Accounts, 2014. 
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will send a debit message to the payer’s bank. With a paper-based system such as cheques, 
the payee’s bank will ‘collect’ the instrument—hence the term debit collection—by present- 
ing it to the payer's bank, in most cases through an organized cheque clearing system. The 
payee’s account will probably be credited, albeit provisionally, before the payer’s account is 
debited. This is, of course, the reverse of what happens with a credit transfer. Overall it is 
sometimes said that with a debit transfer funds are being ‘pulled’ from the payer. 

Different types of credit-transter and debt-transfer payment systems are examined at 
greater length in the next chapter. 


C. PAYMENT THROUGH BANKING SYSTEM 


Payment through the banking system can be broadly categorized as ‘in-house, domestic, 
correspondent, and complex." These are not terms of art. 

An in-house payment occurs when both payer and payee have accounts at the same 
bank. The payer's account is debited, and the payee’s credited. No other bank is involved 
(see Figure 12.1). Typically the payment either creates or increases a debt owed by the 
payer to the bank, or discharges or reduces an existing debt the bank owes to the payer. 
At the same time payment discharges the payer's obligation to the payee. The bank is now 
obliged to the payee, or the payee’s debt to the bank is reduced. These might be either by 
credit or debit payments, as shown in Figure 12.1. 

Where payer and payee have accounts at different branches of the same bank, an internal 
clearing system may be used. Note that payment need not be in-house, even if payer and 
payee have accounts at the same bank. Thus where the accounts are at different branches 
of the same bank in different jurisdictions (say London and Singapore), and payment is 
in the currency of a third country (say US dollars), payment may involve the bank’s cor- 
respondent in New York with settlement across the books of the Federal Reserve Bank of 
New York. We return to payment involving correspondents shortly. 

By domestic inter-bank payment is meant payment in the local currency between banks 
in the same country. With a credit transfer, the payer instructs its bank, which sends a pay- 
ment message to the payee’s bank. With a debit transfer the payer has authorized its bank 
to pay when the payee presents a debit instrument or otherwise sends a debit instruction. 


Pr 


[message] 


Pe* 


Figure 12.1 In-house credit/debit payments 


15 C, Proctor (ed.), Goode on Payment Obligations in Commercial and Financial Transactions (2nd edn., 
London, Sweet & Maxwell, 2009), ch. 4; B. Geva, The Law of Electronic Funds Transfers (New York, Matthew 
Bender, looseleaf), chs. 2-4; H. Scott, ‘Where are the Dollars?—Off-shore Funds Transfers’ [1988-89] 3 BFLR 
243; B. Geva, Bank Collections and Payment Transactions (Oxford, Clarendon, 2001), 109, 127-8, 186-200; M. 
Brindle and R. Cox, Law of Bank Payments (4th edn., London, Sweet & Maxwell, 2010), ch. 3 (Cox & Taylor). 
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Figure 12.2 Domestic inter-bank credit/debit payments 


In both cases the payer’s bank debits its customer's account. Conversely, the payee’s bank 
credits its customer’s account (see Figure 12.2). 

The banks themselves settle by making payment across the books of the central bank, 
either immediately in the case of real-time gross settlement, or periodically in the case of 
net settlement. Where a bank does not have an account with the central bank, it must settle 
through a bank which does. 

Traditionally, correspondent payment has occurred because of payment between per- 
sons in different jurisdictions. With a credit transfer the payer’s bank will send a payment 
message to its correspondent in the jurisdiction of the payee’s bank. The correspondent 
will, in turn, send a payment message to the payee's bank. (In the case of a debit collection, 
the payee’s bank will usually forward the instruction to its correspondent for processing 
through its local clearing system.) The payer's bank and correspondent will settle pursuant 
to the correspondent arrangements between them; the correspondent and the payee’s bank 
will probably settle though their accounts with the central bank in that jurisdiction. The 
payee may be informed (see Figure 12.3 for a credit transfer). 

However, correspondent payment can involve payment between two banks in the same 
jurisdiction, especially if payment is to be in a foreign currency. The banks use their cor- 
respondents in that other jurisdiction, since clearing and settlement facilities need to be 
available in that currency. (In some international financial centres this may be unneces- 
sary if there are local facilities for clearing and settling in foreign currencies.) If both banks 
share the same correspondent, payment and settlement can be across its books. Otherwise 
payment may involve using a local clearing system and movements on the accounts which 
those correspondents have with the central bank of that foreign country. 

In fact, we are now in the realm of complex payment, where payment in a foreign cur- 
rency may involve a string of banks. An intermediary bank may be needed where, for 
example, the payer's bank does not have a correspondent in the jurisdiction of the pay- 
ment currency. Banks in three countries may be involved, as where the payer in London 
wants to make payment in US dollars to the payee in Singapore. One way of doing this is 
for the payer's bank to send a payment message to its correspondent in New York, which 
in turn contacts the payee bank's correspondent there. Ultimately the payee’s account with 
its bank in Singapore is credited (see Figure 12.4). 

There are any number of permutations and combinations with complex payment. The 
chain may be truncated if an international bank can use its branch in another jurisdiction 
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Figure 12.3 Correspondent payment: credit transfer 


Pro PrB- 


message message 
PrB 


message settlement 


PrBs 
correspondent 


PeB's 
correspondent 


message 


PeB* Pe’ 


Figure 12.4 Complex payment 


if it is a member of the local payment system. As we see later, in this type of complex pay- 
ment a payment system for large value payments may be used such as Fedwire or CHIPS 
(dollars), TARGET2 (euros) or CHAPS (sterling), and settlement effected across the books 
of that currency’s central bank (the New York Fed, the European Central Bank, and the 
Bank of England respectively). 


II. PAYMENT DISCHARGE, COUNTERMAND, 
FUNDS AVAILABILITY, COMPLETION 


This section of the chapter examines four different aspects of payment made through 
the banking system. The first is the discharge of an underlying payment obligation. This 
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concept involves the payer and payee and applies to any system of payment, whether or 
not through the medium of the banking system. A second aspect is countermand, the stage 
of the process up to the point when the initiator of a payment has the right to counter- 
mand (or revoke) it. A third aspect relates to availability of funds—when does a payee have 
access to the proceeds of a payment? Fourthly, there is the point which in some accounts is 
described as when payment is complete. This is not necessarily identical to the discharge 
of the obligation between the payer and payee, but relates to the position of the banks inter 
se. None of these points necessarily coincide, although some (e.g. countermand) cannot be 
later than others (e.g. availability of funds). Finality is a term sometimes used in relation to 
payment, without distinguishing between these different aspects of payment. 


A. DISCHARGE OF UNDERLYING PAYMENT OBLIGATION 


This may be a matter of contract between the parties. There may be an express provi- 
sion, or it may be possible for it to be implied. The consequences of a late payment may 
turn, as well, on the underlying contract. Payment by the pay date may be a term of the 
contract, enabling the payee to terminate the contract if it is not met.'* The parties may 
expressly or impliedly agree that payment is made if sent to the payee by a specified date. 
Generally, however, payment must have reached the payee by the pay date. However, it is 
a common law rule that, so long as payment arrives before midnight in the relevant time 
zone on the pay date, that is sufficient in the absence of a provision to the contrary. Where 
banks are involved, the midnight rule is based on the consideration that, since banks close 
their business at different times, to use close-of-business as the crucial point would be too 
uncertain a test, given the drastic consequences which may follow late payment." 


(i) Payment into a bank account 


Commercial contracts often provide that payment is to be made by ensuring immediately 
available (or ‘same day’) funds are in a specified account in a specified bank on a specified 
day. For example, a charterparty may read: ‘Payment of hire is to be made in New York 
in United States currency to X bank [address], for the credit of the account of Z re [ship], 
on the first day of each month: Thus by contract, payment to the payee’s bank is being 
treated as equivalent to payment directly to the payee. Legally, the payer’s obligation is 
being discharged as a result of contract by the payee accepting as payment a claim against 
its bank. As with any contractual term there may be disagreement about the meaning of 
a payment term." 

The English courts have said that this type of clause cannot mean that payment occurs 
at the point when the payee bank receives a payment message from the payer's bank; 
rather, the payee bank must have at least made the decision unconditionally to credit the 
payee’s account, even if it has not actually credited it. The law treats the payee as having 
been paid, even if it cannot draw on the funds that day: this derives from the midnight 
rule, already referred to. The payee does not need to have been notified, although if the 


"6 e.g. Grand China Logistics Holding (Group) Co Ltd v. Spar Shipping AS [2016} EWCA Civ 982; [2016] 2 
Lloyd’s Rep 447 (CA). 

 Afovos Shipping Co. SA v. Pagnan [1983] 1 WLR 195, [1983] 1 All ER 449 (HL); Mondial Shipping and 
Chartering BV v. Astarte Shipping Ltd. [1995] CLC 1011. 

'? PT Berlian Laju Tanker TBK v. Nuse Shipping Ltd [2008] EWHC 1330 (Comm); [2008] CLC 967. 

1 Cf. ‘Payment is deemed to be made at the moment when the amount due is effectively put at the disposal 


of the creditor’: Model Rules on the Time of Payment of Monetary Obligations (Warsaw, International Law 
Association, Report of the Sixty-Third Conference, 1988). 
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payee were to contact its bank it would be told of the unconditional decision to credit.“ 
Although, generally speaking, the payee will be treated as having been paid, despite not 
being notified, if payment to the payee bank is late, in the wrong currency, or of a lesser 
amount than specified in the contract, the payee will have to be contacted, and waive 
breach of contract, if it is to be regarded as having been paid.” 

Since the key point is the unconditional decision to credit, the payment obligation will 
not be discharged by a provisional crediting of the account.” Moreover, there is no uncon- 
ditional decision to credit if payment to the payee is subject to a condition precedent (e.g. 
arrival of the ‘pay date’) or condition subsequent (e.g. payment ‘under reserve’ under a 
letter of credit). Nor, at the other end of the spectrum does it matter that, after the decision 
to credit, there are other administrative processes (e.g. the processing of data). The precise 
point of the decision to credit will not always be clear, but will depend on the evidence 
of practices within the particular bank. For example, it may be that debits and credits are 
made to accounts during each day, but that final decisions are made only later in the day.”’ 
The test is an objective test: were the payee to contact its bank, at what point would it have 
been told that the bank had made an unconditional decision to credit (what could be 
termed ‘the hypothetical positive response test’)? 

The key aspect, as already mentioned, is that an unconditional decision to credit must 
have been made. In a decision which can be criticized as adopting an unduly narrow inter- 
pretation of whether payment has been made, it was held that a credit transfer had not 
been effected when funds, although available, were subject to an interest liability.” The 
decision involved a credit transfer from a charterer of a ship to the owners account with 
an Italian bank. On 22 January the owners’ bank credited the owners’ account with the 
amount, and the owner had immediate use of the money, although the evidence was that 
if it had withdrawn the sum then it would probably have incurred a liability to its bank to 
pay interest until 26 January. 

The court's reasoning was that the book entry made by the owners’ bank on 22 January 
in the owners’ account was not the equivalent of cash, nor was there any reason why the 
owners should have been prepared to treat it as such. It followed that on 22 January there 
was no ‘payment in cash by the charterers of the hire then assumed to be due, and accord- 
ingly the owners were entitled to withdraw the ship. The case may have turned on the 
express provision for payment ‘in cash: certainly it is undesirable that a payor does not 
obtain a good discharge because of some local quirk of banking practice affecting the 
payee’s account, or the relationship it has with its bank. 

A payee cannot sue the payer if its bank fails after it has been paid. That occurs in the 
case of a credit transfer, as we have seen, as soon as there is an unconditional decision to 
credit the payee’s account. The payee’s remedy is against its bank in the insolvency. ‘The 
payee must take the credit risk of its bank’s failure if it accepts payment by credit transfer, 
just as it takes the credit risk of depositing its money with that bank. 


2 Tenax Steamship Co. Ltd. v. Reinante Transoceania Navegacion SA (The Brimnes) [1973] 1 WLR 386, 402; 
approved on appeal [1975] 1 QB 929, 950-1, 963-4, 968 (CA). 

21 Mardorf Peach & Co. Ltd. v. Attica Sea Corpn. (The Laconia) [1977] AC 850. Cf. R. King, “The Receiving 
Bank’s Role in Credit Transfer Transactions’ (1982) 45 MLR 369. 

22 Cf. B. Geva, ‘Payment into a Bank Account [1990] 3 JIBL 108, 110. 

23 Holmes v. Governor of Brixton Prison [2004] EWHC 2020 (Admin); [2005] 1 WLR 1857, [13]-[14]. 

2% A/S Awilco of Oslo v. Fulvia SpA di Navigazione of Cagliari (The Chikuma) [1981] 1 WLR 314 (HL). 
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(ii) No specified method of payment 


So far we have considered situations where the contract provides that a payment obligation 
is to be discharged by payment into a specified bank account. The contract may provide for 
payment in a variety of other ways: at a straightforward level by cash or credit transfer; in 
a more complex manner by novation (discharging existing indebtedness and replacing it 
with a new payment obligation), by set-off or account stated, or by the exchange of goods 
as in countertrade.’* What if there is no express provision in the contract or a term cannot 
be implied by course of dealing or otherwise? 

Legal tender is what the payee must accept in discharge of a payment obligation. It is usu- 
ally limited to cash, but in the Netherlands now extends to payment via credit transfer.” As for 
what a payer must proffer in discharge of a payment obligation, the fundamental principle in 
English law is that a monetary obligation must be discharged in cash, unless the right to cash 
has been waived by the payee.” Waiver could be by the payee stipulating another method, or 
by so acting after receipt of payment by another method that it could be said to have accepted 
it. It does not seem necessary that the payee should contact the payer to indicate such accept- 
ance. Rather, in the absence of an express reference to the contrary, English courts will fairly 
readily find that a commercial payee has consented to accept a bank payment. 

If a person has a fundamental right to be paid in cash, but he or she accepts payment 
by credit transfer into a bank account, it follows that the obligation is not discharged until 
there is an unconditional decision to credit by the payee’s bank so that funds are available 
to it. In other words, the same approach applies as under an express clause requiring pay- 
ment into a bank account. 

There is one caveat: normally the payee does not need to be contacted for a credit trans- 
fer to constitute an effective discharge. However, that may be necessary where it is not 
possible on other grounds to decide that the payee has accepted this mode of pavment. The 
position under English law contrasts with other approaches: for example, Article 6.1.8(2) 
of the UNIDROIT Principles of International Commercial Contracts 2010 provides: 


In the case of payment by a transfer, the obligation of the [payer] is discharged when the 
transfer to the [payee’s] bank becomes effective. 


The Official Commentary to the Principles states that this point is before the payee is noti- 
fied or its account credited, although the precise moment at which payment is effective 
‘will depend on banking practices in the case concerned.” 


(iii) Conditional payment 


Conditional payment may mean nothing more than that a party has made payment for 
a particular purpose, or conditional on a certain event occurring, such as a refinancing 
agreement being reached. In other words, the payment is not an irrevocable outright pay- 
ment. There must be repayment if the purpose or condition is not met.” 


* R. Goode and E. McKendrick, Commercial Law (5th edn., London, Penguin, 2017), 499-500; M. Brindle 
and R. Cox (eds.), Law of Bank Payments (4th edn., London, Sweet & Maxwell, 2010), 1-10 (Brindle & Cox). 

% Dutch Civil Code, B. 6, Art. 114. 

*” Libyan Arab Foreign Bank v. Bankers Trust Co. [1989] QB 728; TSB Bank of Scotland Ltd. v. Welwyn 
Hatfield DC [1993] 2 Bank LR 267. See C. Proctor, Mann on The Legal Aspect of Money (7th edn., Oxford, 
Clarendon, 2012), 75, 179 ff. 

*8 See S. Vogenauer and J. Kleinheisterkamp (eds.), Commentary on the UNIDROIT Principles of 
International Commercial Contracts (Oxford, Oxford University Press, 2009), 665-6. 

* e.g. Guardian Ocean Cargoes Ltd. v. Banco do Brasil [1994] CLC 243 (CA). 
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Moreover, under English law it may be possible to spell out an intention of a bank, say, 
that moneys lent should not become the general property of the borrower but should be 
kept separate and applied exclusively for a particular purpose for which the money was 
provided. The moneys are then impressed with a trust for that purpose, so that if the pur- 
pose fails the money is returnable to the bank. This is the famous Quistclose trust, about 
which much has been written. Examples in the banking context are, however, rare. 

There is yet another sense of conditional payment. The English courts generally treat 
payment by a bill of exchange or cheque as conditional payment. In other words, pay- 
ment is subject to a condition subsequent that the instrument be paid on presentation. 
The payer is not in default if this occurs. If the instrument is dishonoured, the underlying 
payment obligation revives. If the instrument is paid, the better view is that the time of 
payment is back-dated to the time when it was given to the payee.*! This accords with the 
nature of the condition as a condition subsequent, so that if the instrument is paid it ranks 
as actual payment from the date delivered, and with the fact that the instrument changes 
the legal relationship between the parties, giving the payee a legal right to sue on it for a 
sum of money. Similar rules apply to payment by means of a letter of credit. If the seller 
does not receive payment under the letter of credit, then generally speaking the buyer is 
still liable to pay the price. 

In re Charge Card Services Ltd.” considered whether there is a general principle of 
English law that whenever a method of payment is adopted which involves a risk of 
non-payment by a third party, there is a presumption that the acceptance by the payee 
of payment through a third party is conditional on the third party making the payment. 
The Court of Appeal left open whether there is such a general principle. Each method of 
payment has to be considered in the light of the consequences and other circumstances 
attending that type of payment. With the type of charge card involved in that case, and it 
would seem as well with credit cards, debit cards, and e-money, the payment obligation is 
discharged when the card is proffered, or the e-payment made, and the payment authenti- 
cated. If for some reason a retailer is not paid later by the operator of the payment system, 
it cannot look to the customer for payment. 


B. REVOCATION 


Revocation (or countermand) involves the obligation of a bank to comply with its custom- 
er's instructions (or mandate) to cancel a payment instruction. Subject to any contractual 
provisions, if the bank’s mandate is withdrawn, it must comply with the instruction and 
stop the process if this is practicable. It will no doubt charge the customer for this service. 
Notice of revocation must be clear, brought to the attention of the bank (constructive revo- 
cation is not recognized in English law), and, subject to other arrangements, be given to 
the branch or contact point in the bank where the account is located.” 


30 Barclays Bank Ltd. v. Quistclose Investments Ltd. [1970] AC 567; Twinsectra Ltd. v. Yardley [2002] UKHL 
12, [2002] 2 AC 164 (HL); Challinor v. Juliet Bellis & Co (A Firm) [2015] EWCA Civ 59; [2016] WTLR 43 (CA). 
See, e.g., S. Worthington, Proprietary Interests in Commercial Transactions (Oxford, Clarendon 1997), 43-70; 
R. Chambers, Resulting Trusts (Oxford, Clarendon, 1997), 68-89; L. Ho and P. Smart, ‘Re-interpreting the 
Quistclose Trust’ (2001) 21 OJLS 267; W Swadling (ed.), The Quistclose Trust, (Oxford, Hart, 2004). 

31 Cf, J. Vroegop, “The Time of Payment in Paper-based and Electronic Funds Transfer Systems’ [1990] 
LMCLQ 64, 66-9, 86. For the position in civil law: B. Geva, The Payment Order of Antiquity and the Middle 
Ages (Oxford, Hart, 2011), 625-6. 

32 [1989] Ch. 497 (CA). 

3 Westminster Bank Ltd. v. Hilton (1926) 43 TLR 124 (HL); Curtice v. London City and Midland Bank Ltd. 


[1908] 1 KB 293 (CA). 
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In the absence of express contract, the English authorities seem to establish the follow- 
ing propositions relevant to revocation of a credit transfer. First, a customer who instructs 
its bank to hold funds to the disposal of a payee can countermand, at least up until the 
point at which credit has been given to the payee. Secondly, a customer who instructs its 
bank to pay a payee cannot revoke beyond the moment the bank incurs a commitment to 
the payee. Thirdly—and this is the typical case—a customer who instructs its bank to pay 
a payee with an account at another bank cannot revoke once the payee bank has acted on 
the instruction from the payer's bank. This may be at a point prior to the crediting of the 
payee’s account.” In all these cases, it is irrelevant, from the point of view of revocation, 
whether the payee has been informed of the payment. 

However, revocation is usually a matter of express contract between the customer and 
the bank. The customer may agree by contract not to revoke once an instruction is given 
to its bank. Alternatively, the rules of a payment system may provide that revocation is 
impossible, for example, once there has been a ‘logical acknowledgment’ of the payment 
message by the payee bank. The customer is bound by that. The rules of CHIPS, the inter- 
nationally important US dollar payment system based in New York, provide that the 
release of a payment message to the receiving bank marks the point at which the message 
cannot be revoked.” 

Designated payment systems under the EU Settlement Finality Directive must have a 
definite rule on revocation by customers and must prohibit revocation beyond the point 
so specified.** Thus a payment order need not be irrevocable at the point it is entered into 
a payment system. Payers whose banks use these systems are bound to the rules on the 
basis considered earlier.” Under the UNCITRAL Model Law, mentioned earlier, a pay- 
ment order cannot be revoked beyond a time sufficient to afford the intermediary or payee 
bank a reasonable opportunity to act before the later of the time when funds are placed at 
the disposal of the payee, or the beginning of the pay date. 


C. AVAILABILITY OF FUNDS 


Discharge of a payment obligation turns on the payee bank deciding unconditionally to 
credit the payee’s account. In terms of the hypothetical positive-response test, the payee 
would be told, if it contacted the bank, that its account was credited. There are a number 
of reasons, however, that this point may not coincide with the point at which the payee 
can get access to funds. 

First, a payee may still be indebted to the bank after a payment and have agreed with 
its bank not to draw on its account until its indebtedness is reduced still more, or possibly 
eliminated altogether. Payment has been made, but by agreement the payee does not have 
access to moneys. Secondly, there are also a variety of reasons why, despite being paid 
itself, the payee’s bank may delay a decision to credit unconditionally the payee’s account— 
the payment order needs to be checked, fraud, money-laundering, or terrorist financing 


“ Astro Amo Compania Naviera SA v. Elf Union SA (The Zographia M) [1976] 2 Lloyd's Rep. 382; Dovey 
v. Bank of New Zealand [2000] 3 NZLR 641, para. 24, 

“The Clearing House, CHIPS Rules and Administrative Procedures, effective 15 February 2016, r. 2(a). See 
Delbrueck & Co. v. Manufacturers Hanover Trust Co., 609 F. 2d 1047 (2nd Cir., 1979). 

* Settlement Finality Directive 98/26/EC, [1998] OJ L166/45, Art. 5, implemented in UK by Financial 
Markets and Insolvency (Settlement Finality) Regulations 1999, 1999 SI No 2979, Schedule, para. 5(1). See M. 
Vereecken and A. Nijenhuis (eds.), Settlement Finality in the European Union (Deventer, Kluwer, 2005), 121 
131 (D Turing). yee 

37 See p. 244 earlier. 
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may be suspected, there may be a freeze order against paying the payee, a sanctions order 
may operate against nationals from the payee’s country, and so on.” 

A third situation is if the bank has been paid, but the pay date specified is some time in 
the future. The bank is advancing its own moneys if it pays early. The payer's payment obli- 
gation is not discharged, in law, until the pay date, and it may be that it can still revoke the 
payment prior to that date. Fourthly, the payee may by arrangement with its bank obtain 
access to funds in anticipation of a payment being made. This may be before the bank 
itself is paid. In this case the bank is not simply crediting the account provisionally—it is 
making an advance in the customer's favour in anticipation of being reimbursed by later 
payment. 


D. COMPLETION OF PAYMENT 


Completion of payment is the term used here to describe the position as regards banks 
themselves.” It is relevant when they are making payment both on behalf of custom- 
ers and on their own account. One reason it is relevant is if there is a loss, for example, 
through an insolvency of one of the banks involved in a payment. If a payment has been 
completed the paying bank cannot reverse a transfer to a bank which has become insolv- 
ent. Outside insolvency, the notion of the completion of payment has also been applied 
in the context where the payer bank can stop a payment it has initiated if it decides that 
there are insufficient funds, if it discovers that the payer will not reimburse it, or if it has 
legal authority to do so because of a freeze order or suspected fraud, money-laundering, 
or terrorist financing.” 

English common law is rather sparse on the matter. There is some authority, how- 
ever, for both in-house payments (when both payer and payee banks have correspondent 
accounts at the same bank) and inter-bank payments (when they have accounts at differ- 
ent banks). With an in-house payment, it seems that payment is complete when the entries 
are made in the correspondent bank's records debiting the payer bank and crediting the 
payee bank, or on the day when entries are made for processing the debiting or crediting. 
The payee bank need not have received notification of the transfer.*! With an inter-bank 
transfer between a bank and its correspondent there is authority that payment is complete 
when the payee bank is notified that funds are available for the credit of the customer's 
account. Consequently, the payer has no claim against its bank for not effecting the trans- 
fer if the payee bank ceases trading after such notification, since the transfer is complete 
at that point.” 

With an inter-bank transfer through a payment system, it seems that a transfer is com- 
plete when its rules so provide and payment cannot be reversed by the banks.“ Thus the 
rules may aim to achieve completion of value transfer to the payee in real time on the same 
day as the transfer by the payer bank but, in making provision in certain circumstances for 
the return to the payer bank of a payment, it may only achieve completion of the account- 
ing position between the payer and payee banks at some later point, such as midday the 


38 See pp. 194-5, 234-5, 317 earlier. 

3 B, Geva, ‘Payment Finality and Discharge in Funds Transfers’ (2008) 83 Chi-Kent LR 633, 656. 

40 See pp. 201, 233 earlier. 

“ Momm v. Barclay’s Bank International Ltd. [1977] QB 790 (which arose out of the well-known collapse 
of Herstatt Bank). 

Royal Products v. Midland Bank [1981] 2 Lloyd's Rep. 194, 207. 

8 Tayeb v. HSBC Bank plc [2004] EWHC 1529; [2004] 4 All ER 1024, [50]-[51] (a CHAPS case). 
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following business day. For systemically important payment systems settlement must be 
by the end of the payment day.” 

Allowing the rules of a payment system to determine matters is the approach adopted 
by the EU Settlement Finality Directive. Among the purposes of the Directive is to min- 
imize systemic risk and to ensure the stability of payment systems by providing for certain 
protections against the operation of normal insolvency law. Under Article 3(1), a payment 
order is legally enforceable and binding on third parties, even in the event of insolvency 
proceedings against a participant bank in a payment system, provided the order has been 
entered into the system before those proceedings were opened (or during the same day if 
it is carried out the same day and the relevant parties can prove that they were not aware 
and should not have been aware of the proceedings having been opened at the point the 
payment order was entered). 

The Directive does not mandate any particular time when a payment order is entered 
into a payment system (or for that matter when it can be revoked): these are determined 
by the rules of the system.” Under the Directive, insolvency proceedings cannot have any 
retroactive effect on the rights and obligations of a bank in relation to its participation in 
the system before those proceedings were opened.” 


III. PAYMENT SYSTEMS 


The Banking Act 2009 in section 182(1) defines an ‘inter-bank payment system’ as an 
arrangement designed to facilitate or control the transfer of money between banks (and 
building societies) who participate in the arrangement. It matters not that those other than 
financial institutions can participate, or that the system operates in relation to persons or 
places outside the UK.** The Payments Services Directive (EU) 2015/2366 is more explicit, 
defining the term ‘payment system in Article 4(7) as ‘a funds transfer system with for- 
mal and standardised arrangements and common rules for the processing, clearing and/ 
or settlement of payment transactions. Building on this the General Court of the Court 
of Justice of the European Union has held that, in giving the European System of Central 
Banks as one of its basic tasks the smooth operation of payment systems, Article 127(2) 
of the Treaty on the Functioning of the European Union was confining it to the field of 
the transfer of funds. Consequently, that article did not confer on the European Central 
Bank the competence to regulate securities clearing undertaken by a central counterparty 
clearing house (CCP).* 

Before examining the nature, operation, and regulation of payment systems, it is neces- 
sary to appreciate in greater depth the concepts of clearing, settlement, and netting. 


# See p. 356 later. 


“ Directive 98/26/EC of 19 May 1998 on settlement finality in payment and securities settlement systems 
(as amended). Implemented in UK by Financial Markets and Insolvency (Settlement Finality) Regulations 
1999, 1999 SI No 2979, as amended, which inter alia lays down how payment systems can be designated to 
receive the protection of the Directive. See p. 355 later, 

1 Ars 1(3);, 5. SAT 


* Ss, 182(2), (5). Cf. definition of ‘payment system’ in Financial Services (Banking Reform) Act 2013, s. 41. 
* 'T-496/11, United Kingdom v. European Central Bank [2015] 3 CMLR 8. 
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A. CLEARING, SETTLEMENT, NETTING 


As indicated earlier, clearing is the process of transmitting, reconciling, and, in some cases, 
confirming payment transactions prior to settlement.” It may include the netting of trans- 
actions and the establishment of final positions for settlement." 

Settlement is the transfer of value to discharge a payment obligation. In theory legal 
tender may be used, but in a modern economy movements on bank accounts are the most 
frequently accepted substitute. A party can discharge a payment obligation to its own bank 
by having the bank debit its account. If the settlement of a payment obligation between 
two parties is effected by the debiting and crediting of their accounts, the bank or banks 
are intermediaries in the payment process. 

As for the settlement of payment obligations between banks themselves, this could be 
through a settlement account maintained for that purpose, or across the books of the cen- 
tral bank. A bank will send a payment order to a bank with which it has settlement facili- 
ties. In the case of domestic payments, in other words within the one jurisdiction, both 
banks may have accounts with the central bank. (In England such banks historically were 
the clearing banks.) Otherwise a bank will need to send a payment order through a bank 
which has such an account: settlement between the non-clearing and clearing bank will be 
as between correspondent banks. 

In the case of international payments, in other words between different banks in dif- 
ferent jurisdictions, the settlement will be effected by the correspondent arrangements 
between the banks. Where the banks are not linked in this way, they may well use a third, 
correspondent bank to this end. As for the correspondents themselves, settlement will typ- 
ically involve a movement on the accounts which they as local banks have with the central 
bank in that foreign jurisdiction. 

‘The timing of settlement can be immediate, during the same day, at the end of the bank- 
ing day, or on a later day (the ‘value’ day). Settlement can be gross, in that value is trans- 
ferred for each individual payment obligation, and it may be immediate (in ‘real time’), 
hence real time gross settlement ((RTGS’).” RTGS schemes require participants to have 
sufficient liquidity to carry out payment orders immediately. To enable this to occur the 
central bank may provide liquidity to participants, so-called daylight overdrafts, although 
these may be subject to caps and require participants to provide collateral (security). 

With netting, gross obligations are discharged by the transfer of the net amount of 
value due from each obligor.** Payment obligations are off-set against similar counter- 
obligations. Netting reduces the amount of value and the volume of transfers necessary 
to discharge payment obligations. Because it reduces the extent to which value must be 
transferred, it directly lowers transaction costs. With n participants in a netting system the 
volume of transfers is a maximum of n(n — 1) + 2 with bilateral netting, and a maximum of 
n with multilateral netting. Netting also reduces transaction costs indirectly by standard- 
izing procedures and producing operational savings. It is the impact of netting in reducing 
risk which explains its importance to banks and other financial intermediaries. Netting 


50 Bank of Englands supervision of financial market infrastructures, Annual Report 2016/2017, 7n. 

5! B. Geva, “The Clearing House Arrangement’ (1991) 19 Can BL] 138, 138. See also F Andrews, “The 
Operation of the City Clearing House (1942) 51 Yale LJ 582. 

52 A. Dent and W. Dison, ‘The Bank of England’s Real-Time Gross Settlement Infrastructure’ Bank of 
England Quarterly Bulletin, 2012 Q3, 234; E. Kelsey and S. Rickenbach, ‘Enhancing the resilience of the Bank 
of England’s Real-Time Gross Settlement Infrastructure’ Bank of England Quarterly Bulletin, 2014 Q3, 316; 
Deloitte, Independent Review of RTGS Outage on 20 October 2014, London, 2015. 

53 See Settlement Finality Directive 98/26/EC, Art. 2 (k) (consolidated version). 
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has relevance for banking well beyond payment systems. It features as well in inter-bank 
deposit, foreign exchange, securities, and derivatives clearing.” 

Common (or payment) netting is the simplest, in that parties agree by contract to set- 
tle net their various obligations, which fall due during the same day and which are of the 
same type or in the same currency. The original gross obligations remain until settlement 
brings about an effective discharge. Close-out netting takes effect on a defined event of 
default of a counterparty. As a result of contract between the parties, their future obliga- 
tions are thereupon terminated, and the gains and losses of the parties calculated and then 
off-set (netted) against each other. Close-out netting can therefore apply to obligations 
with different value dates and a different character. Legislation in many jurisdictions seeks 
to protect close-out netting despite what would be the ordinary application of insolvency 
laws." However, there are issues as to the enforceability of close-out netting in insolvency 
where branches of a failed institution and its assets are located in different jurisdictions.” 

Bilateral netting between members of a system has a significant impact only between 
active counterparties, but multilateral netting can provide benefits even if a party has only 
occasional transactions with a counterparty.” Individual participants in a netting system 
may be responsible for controlling their risks vis-a-vis counterparties or risks may be con- 
trolled centrally. To reduce settlement risk net positions may be calculated periodically 
during the day and settlement effected. Participants may be capped as to what transactions 
they can enter. The rules may oblige a participant to establish a bilateral credit limit with 
every other participant and maybe a net debit position vis-a-vis all participants. In the 
event of a participant failing, net positions struck with it will be unwound. 

The risks associated with deferred net settlement are such that real time gross settle- 
ment has been adopted in some high value payment systems, so that payments are effected 
immediately.°* To reduce risks in securities systems the clearing house may be substituted 
as the counterparty for each transaction.” Legally this can occur by the rules of the clear- 
ing house providing that a contract between counterparties is extinguished and replaced 
by a contract between each of the counterparties and the clearing house. Alternatively a 
contract between the clearing house and each party could result automatically when the 
parties transact: legally the clearing house makes an open offer to act as principal which is 
accepted by the conduct of the parties transacting. The contracts between each participant 
and the clearing house might be continuously netted and novated. Moreover, participants 
may be required to provide adequate credit support, for example through security (collat- 
eral), cash, or lines of credit. 


` eg. J. Braithwaite, “The Dilemma of Client Clearing in the OTC Derivatives Markets’ (2016) 17 Euro Bus 
Org Law Rev 355; M. Bridge and J. Braithwaite, ‘Private Law and Financial Crises’ (2015) 13 J Corp L Stud 361, 
389-96. 

5 P, Paech, “The Enforceability of Close-out Netting’ (2013) 1 JIB&FL 13. 

*° P, Paech, ‘Close-Out Netting, Insolvency Law and Conflict-of-Laws’ (2014) 14 J. Corporate L Stud. 419; G. 
Kounadis, ‘Striking the Correct Balance Between Imposing a Suspension of Close-Out Netting Rights While 
Preserving Legal Certainty and Market Integrity in View of the Bank Recovery and Resolution Directive 2014/ 
59 (2015) 30 JIBL&R 228, 276. 

7 P, Wood, Set-Off and Netting, Derivatives, Clearing System (2nd edn., London, Sweet & Maxwell, 2007), 
278-80. 

* Bank of England, A New RTGS service for the United Kingdom: Safeguarding Stability, Enabling Innovation, 
A Consultation Paper, 2016, 3, 8. 

° Committee on Payment and Settlement Systems, Market Structure Developments in the Clearing 
Industry: Implications for Financial Stability, Basle, Bank for International Settlements, 2010, 6-7. 
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B. PAYMENT AND MESSAGE SYSTEMS 


Each jurisdiction has its various systems for payment. The extent and operation of these var- 
ies considerably.” In Great Britain the Cheque and Credit Clearing Company, a non-profit 
making industry body funded by its members, manages the cheque clearing system. Cheque 
clearing has a long history.“ BACS is another membership owned payment scheme in the 
UK.” For about half a century it has operated direct debit and the BACS direct credit scheme, 
which is used to pay salaries and settle invoices from suppliers. Participants in BACS do not 
settle on a real-time gross basis but periodically in batches on a net basis. In 2015 BACS 
introduced prefunding to reduce the risk of settlement failure between participants.“ Banks 
must hold funds in a segregated account in the Bank of England equal to their maximum net 
obligations in the system. This means that if a bank has difficulties the prefunding can be used 
to settle outstanding obligations without other banks having to contribute. The change was 
effected by agreement between the Bank of England and BACS and by a variation in BACS 
Payment System Rules. 

The most recently adopted payment scheme in the UK is undertaken by Faster Payments 
Scheme Limited (FPSL), again owned by its members. It was launched in 2008 and enables 
mobile, internet, telephone, and standing order payments to be made around the clock.“ 
It also has prefunding requirements. That means the reduction of settlement risk so that a 
payee’s bank can make a payment available to the payee immediately.‘ 

At the heart of each jurisdiction's payment system is a large-value payment (or transfer) 
system (LVTS) for the relevant currency—CHIPS and Fedwire in the United States (dollars), 
TARGET? in the European Union (euros), CHAPS in the United Kingdom (pounds), and so 
on.“ If, say, a German bank wants to pay US dollars to a Chinese company it will probably 
instruct its New York correspondent to pay the Chinese company’s bank through the lat- 
ters New York correspondent. The transfer between the New York correspondents will prob- 
ably be effected through New York's large-value payment system, CHIPS.’ Similarly, if the 
German bank had wanted to pay euros, the euro payment system, TARGET2, might be used. 
If the German bank had wanted to pay pounds sterling the CHAPS system would probably be 
used. Thus, while they are based in particular jurisdictions, these large value payment systems 
have international implications. 


© M. Tompkins and A. Olivares, Clearing and Settlement Systems from Around the World: A Qualitative 
Analysis, Payments Canada Discussion Paper, No. 5, June 2016. 

61 See p. 241 earlier. 

® Financial Conduct Authority. Payment Systems Regulator, Final Report: market review into the ownership 
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& Bank of England, A New RTGS Service for the United Kingdom, 2016, 10. 

& Committee on Payments and Market Infrastructures, Fast Payments—Enhancing the Speed and 
Availability of Retail Payments, Basle, Bank for International Settlements, 2016, 22. 
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Transfers (New York, Matthew Bender, loose-leaf) (on CHIPS and Fedwire); M. Bech, C. Preisig, and K. 
Soramaki, ‘Global Trends in Large- Value Payments, FRBNY Economic Policy Review, September 2008, 59. 

67 Tn the event both the German and Chinese banks have the same New York correspondent there may be 


no need to use CHIPS or Fedwire. 


352 PRINCIPLES OF BANKING LAW 


There are payment systems which are cross-border in their design. First, there are pay- 
ment systems at the retail level as with global credit and debit cards.™ Secondly, there are 
the systems for the international trade in securities and derivatives which work on a deliv- 
ery against payment basis and have chains of custodians in various jurisdictions.” As well 
as handling transfers of securities and derivatives, they also provide cash management 
services through payment systems.” 

Thirdly, there is CLS Bank, which operates an international continuous linked system 
for foreign exchange. The CLS parent company is incorporated in Switzerland. One of its 
subsidiaries is CLS UK Intermediate Holdings Limited, an intermediate holding company 
providing corporate services to the CLS group. A wholly-owned subsidiary of the latter, 
CLS Bank International, is located in New York and provides settlement services in each of 
the 18 eligible currencies. Settlement risk is mitigated by payment-versus-payment (PvP), 
in other words settling the payment orders on both sides of a foreign exchange trade on a 
real-time basis. If one side fails to perform the trade is aborted. 

To perform the task CLS is linked to the real-time gross settlement systems of eligible 
currencies and maintains accounts with the central banks of each. Parties access the settle- 
ment service directly as a settlement member or indirectly through settlement members 
providing access to third parties.” Each settlement member has a multi-currency account 
with CLS. Before settlement each day CLS calculates the net funding required of each 
settlement member on a multilateral netted basis. The funding and pay-out of a member's 
multilateral net positions is conducted according to a daily, defined schedule.” 

Asa footnote to the discussion of payment systems, mention should be made of payment 
messages and payment message systems. Any payment system will need rules for encod- 
ing payment orders covering matters such as how banks identify each other and what 
are essential and additional elements in payment orders. The International Organization 
for Standardization has developed messaging standards in its ISO 20022. As for payment 
message systems these are designed to provide a secure method for transferring payment 
orders between banks. SWIFT, based in Brussels, is the best-known of the international 
message systems. Its operation is beyond the scope of this book. One obvious legal issue 
is the liability of senders, receivers, and the message system itself if somehow a message 
between banks goes wrong or a message system fails. 


C. THE RULES OF PAYMENT SYSTEMS 


Payment systems are governed by rules. Indeed, the European Central Bank's Regulation 
(EU) No 795/2014 on oversight requirements for systemically important payment systems 
defines a payment system as a formal arrangement between participants ‘with common 
rules and standardised arrangements for the execution of transfer orders between the 


& Payment, Clearing and Settlement Systems in the CPSS countries (n 66) 534ff. For Paypal, A. Janczuk- 
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(Oxford, Hart Publishing, 2010). 
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participants.’ The rules are not the whole story, for there are also institutions and tech- 
nical mechanisms which are basic to any payment system, and indeed to payment systems 
in general.” At its simplest, banks bind themselves by contract to comply with the rules. 
Non-compliance with the rules could result in disciplinary action, and ultimately exclu- 
sion from a payment system. The binding effect of the rules, on the banks themselves, and 
on other parties such as bank customers, has been explored at some length in Chapter 8. 

The rules may be overlaid by statutory law. A good example is the European Union's 
Settlement Finality Directive. Another is in the relationship in the United States of Article 
4A of the Uniform Commercial Code (UCC)—which deals with ‘funds transfers’—to 
CHIPS. The origins of Article 4A lie in the abandonment of the Uniform Payment Code 
project, which was designed to cover all payment systems, just as Article 9 of the UCC had 
brought together the different types of secured transactions under the same umbrella.” 
Article 4A has been widely adopted in US jurisdictions, including New York. Rule 3(a) of 
the CHIPS rules states that the rights and obligations of a participant as sending or receiv- 
ing participant to a CHIPS payment message shall be governed by the rules and by the laws 
of the State of New York, including Article 4A of the New York UCC. In effect, Article 4A 
has extraterritorial etfect, since US dollar payments around the world are routed through 
CHIPS, even though the parties may have no other connection with the United States. 

The rules of a clearing system will provide for a range of matters. Cheque-clearing rules 
may contain straightforward provisions, for example, how and when cheques must be 
returned by a paying bank as dishonoured. By not complying with the rules about dis- 
honour, a paying bank may be obliged to pay the collecting bank in any event.” With high 
value clearing systems, the rules are more complex.” The rules about revocation must be 
certain, for unless it is clear that a payment order can no longer be withdrawn, further 
payment orders on the back of it are at risk. 

Payment system rules obviously need to be interpreted. Clearly this must be achieved 
against the background of the manner and operation of the particular system in question. 
A legalistic interpretation of the rules would be fatal. To avoid this, CHAPS provides that 
the rules must be construed in accordance with the law, but any such construction must 
take into account ‘banking practices current in England and Wales at the time of construc- 
tion." Construing the rules needs also to accord with the nature of the rules themselves. 
The rules for payment systems usually contain a substantial element which is operational 
in character. 

Informal settlement of disputes between banks over the rules of a payment system is 
usually encouraged. CHAPS has an Appeals Process under which a participant is given 
access to an independent out-of-court procedure for the resolution of appeals against 
certain decisions affecting it.’ At the end of the day, however, the courts may become 
involved in construing the rules if the members of the system cannot agree. The rules may 
deal with a particular matter expressly. If not, a solution may be readily implied. In some 
instances the rules may be rules of imperfect obligation, although evidence, perhaps the 
best evidence, of the practice of bankers. 


~ Arep). 

74 B, Summers, ‘The Payment System in a Market Economy, in B. J. Summers (ed.), The Payment System 
(Washington, DC, IMF, 1994), 1. 

75 See H. Scott, ‘Corporate Wire Transfers and the Uniform New Payments Code’ (1983) 83 Colum. LR 1664. 

76 e.g. Parr’s Bank (Ltd.) v. Thomas Ashby & Co. (1898) 14 TLR 563. 

~ e.g, the prefunding and settlement rules of CHIPS: The Clearing House, CHIPS Rules and Administrative 
Procedures, effective 15 February 2016, rr. 12-13. 

7° Chaps Co, CHAPS Reference Manual, 2017, Overview, Governing law. 

7 Ibid., Chapter IV, Part C. 
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However successful these informal systems are between among members, the courts 
will need to construe the rules as regards disputes between a non-member and a member. 
A member may in some circumstances be able to invoke the rules for their benefit against 
a non-member. The converse situation—the extent to which non-members are bound by 
the rules—was discussed earlier. Although ‘[one] who employs a banker is bound by the 
usage of bankers,” this is only if the clearing rules are usages, and if they are reasonable. 
Bingham J said in a London arbitration on the London cheque clearing rules: 


If it is to be said that the drawer loses {a] right as a result of a private agreement made 
between the banks for their own convenience, the very strongest proof of his knowledge 
and assent would be needed, not only because of the general rule that an individual’s rights 
are not to be cut down by an agreement made between others but also because, in this par- 
ticular case, the rights of additional parties (such as indorsers) could be affected.” 


IV. SUPERVISION OF PAYMENT SYSTEMS 


Historically, the operation of payment systems has not been subject to the same supervi- 
sion as banks. There has of course been indirect supervision, since the members of pay- 
ment systems—the banks themselves—were supervised. The systemic consequences of 
large value payment system failure have been the main prompt for greater action. A failure 
could have serious repercussions for the banking system as a whole. It could also result in 
calls on the central bank to provide liquidity through lender-of-last-resort facilities. 

As well as operational risk, the risks associated with payment systems include credit 
risk (the risk that a counterparty will not ever meet an obligation); liquidity risk (the risk 
that a counterparty will not settle an obligation when due); and legal risk (the risk of an 
unexpected application of the law or of legal uncertainty, leaving the payment system or its 
members with unforeseen financial exposure and causing possible loss).® 

The concern with the integrity of payment systems needs to be matched by the legal 
power to ensure it.® In the UK Part 5 of the Banking Act 2009 gives the Bank of England 
power to supervise inter-bank payment systems. The position of the European Central 
Bank as regards its oversight of payment, clearing, and settlement systems is not as expli- 
cit as it could be. However, the ECB finds a legal basis in first, its task of promoting the 
smooth operation of payment systems given to it by Article 127(2) of the Treaty on the 
Functioning of the European Union (TFEU) and Article 3.1 of the Statute of the European 
System of Central Banks (ESCB) and of the European Central Bank (ECB); and secondly, 
the power given to it by Article 22 of the Statute of making regulations to ensure efficient 
and sound clearing and payment systems within the Union and with other countries.”! 

Supervisory and regulatory concern with payment systems falls under various heads. 
First there is the concern with preparing for system failure. Then there is integrity of pay- 
ment systems, especially those which are systemically important. Central banks want to 
be assured of the quality of those participating in a system and of the management and 


2 Hare v. Henty (1861) 10 CBNS 65, 142 ER 374, 379. 

*' Barclays Bank plc v. Bank of England [1985] 1 All ER 385, 394, 

* M. Cirasino and J. Antonio Garcia, Measuring Payment System Development (Washington, World Bank, 
Payment Systems Development Group, 2008), 18-19. 

“| B. Geva, ‘Global and Cross Border Credit Transfers: The Role of Legislation in Addressing Legal Risk for 


Participants’ in M. Giovanoli and D. Devos (eds.), International Monetary and Financial Law (Oxford, Oxford 
University Press, 2010). 


** Case T-496/11, United Kingdom v. ECB, [2015] CMLR 8, [5]. 
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operation of the system itself. One prong to addressing money-laundering and terrorist 
financing concerns is the regulation of payment messages. Finally, a concern about the 


difficulty facing new entrants in accessing payment systems has attracted the attention of 
the competition authorities. 


A. EU SETTLEMENT FINALITY DIRECTIVE 


The Settlement Finality Directive 98/26/EC offers protection to designated payment and 
settlement systems against the operation of normal insolvency law, in particular guaran- 
teeing the finality and irrevocability of payment orders entered into a system.* In essence 
it suspends the ordinary rules of insolvency in the event of the failure of a participant in 
a designated payment system in favour of the rules of that system, including the default 
arrangements set out in the rules. Under the Directive, designation of a payment system 
for the safe harbour protection to apply turns on the systemic risks posed by its failure 
and whether the system has adequate resources, rules (e.g. on revocation), and default 
arrangements. 

Under the Directive a payment order and netting are legally enforceable against third 
parties, and netting cannot be unwound, so long as the payment order was entered into the 
system before the moment when insolvency proceedings were opened. There is a limited 
exception that a payment order can still be binding after that point, if the order is car- 
ried out on the same business day and the system operator had no notice, nor should it 
have been aware, that insolvency proceedings had commenced.* (The UK implementing 
regulations put the latter in terms of the system operator not having notice of the insolv- 
ency event at the time the payment order became irrevocable, but it is deemed to have 
such notice ‘if it deliberately failed to make enquiries as to that matter in circumstances in 
which a reasonable and honest person would have done so.°*”) 

The Directive provides that the moment of entry of a payment order into the system is 
defined by the rules of the system.” So, too, is the moment beyond which a transfer order 
cannot be revoked. In jurisdictions where it operates, the midnight rule has no effect. ‘The 
Directive also provides that the law governing the payment system determines the rights 
and obligations of a participant in the system in the event of insolvency proceedings being 
commenced against it.® Specifically, it insulates collateral security in the system from the 
insolvency law of a provider.” Neither provision can be fully effective against the insolv- 
ency law of a participant from a state not bound by the Directive. 


B. SYSTEMICALLY IMPORTANT PAYMENT SYSTEMS 


Concerns about financial stability led the Committee on Payments and Market 
Infrastructures (CPMI) and the International Organization of Securities Commissions 
(IOSCO) to draw up Principles for Financial Market Infrastructures (PFMI) for system- 
ically important payment systems, central securities depositories, securities settlement 


8 Directive 98/26/EC on settlement finality in payment and securities settlement systems (consolidated 
version). See D. Devos, ‘Legal Protection of Payment and Securities Settlement Systems and of Collateral 
Transactions in European Union Legislation’ in Current Developments in Monetary and Financial Law, Vol. 5 
(Washington, DC, International Monetary Fund, 2008), 471. 

SEDAGI N 

8? Financial Markets and Insolvency (Settlement Finality) Directive Regulations 1999, 1999 SI No 2979, 
Regs. 20(2), (3) (as amended). 
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systems, central counterparties, and trade repositories (collectively known as financial 
market infrastructures, FMIs).” For payment systems the CPMI/IOSCO principles draw 
on the Core principles for systematically important payment systems, developed by CPMI's 
predecessor committee, the Committee on Payment and Settlement Systems (CPSS), in 
2001. Implementation of the CPMI/IOSCO principles is being monitored by published 
self-assessments and through other mechanisms.” 


(i) European Central Bank’s Regulation (EU) No 795/2014 


The substance of the CPMI/IOSCO principles is conveniently illustrated through their 
adoption in the European Central Bank's Regulation (EU) No 795/2014. The Regulation 
covers systemically important payment systems (SIPS), whose currency is the euro or 
whose operator is established in the euro area. It applies to both large-value and retail 
systems.” Systemically important payment systems are defined in terms of having at least 
two of the following characteristics: the system processes a total daily average value of 
euro-denominated payments exceeding €10 billion; it has a specified market share of 
euro-denominated payments (15 per cent of total volume, 5 per cent of total volume of 
cross-border payments, 75 per cent of total volume at the level of a Member State whose 
currency is the euro); its cross-border activity involves five or more countries and gener- 
ates at least a third of the total volume of euro-denominated payments it processes; and it 
is used for settlement by other FMIs.” 

Article 3 imposes requirements of legal soundness: a knowledge of the governing law 
(or laws), and taking measures to ensure the enforceability of the rules, procedures, and 
contracts, as well as actions taken under them. There are detailed governance rules for a 
payment system operator under Article 4. System operators must establish and publicly 
disclose non-discriminatory access and participation criteria.” 

There is a general obligation for payment system operators to establish and maintain a 
sound risk-management framework, coupled with specific obligations to address credit 
risk, liquidity risk, general business risk, custody and investment risk, and operational 
risk.°° Operational risk includes having a business continuity plan should significant 
disruption occur. For the purpose of risk management, the rules, procedures, and con- 
tractual arrangements of an operator must allow it to gather information about indirect 
participants.” 

As for settlement, payment system operators must establish rules and procedures to 
enable final settlement to take place no later than the end of the intended settlement date.” 
With a ‘one-sided’ euro payment—involving only one payment—final settlement must 
take place in central bank money.” Final settlement of a one-sided payment in other than 
euro, or of a two-sided payment (where there are two payments in different currencies in 
an exchange-for-value settlement system), must take place in central bank money where 
practicable and available.’ 

Where central bank money is not used, a payment system operator must ensure that 
money settlements take place using a settlement asset with little or no credit and liquidity 


"1 Committee on Payment and Settlement Systems & Technical Committee of the International Organization 
of Securities Commissions, Principles for Financial Market Infrastructures, Basel, BIS & IOSCO, 2012. 

” e.g. International Monetary Fund, United Kingdom: Observance by CHAPS of CPSS Core Principles for 
Systemically, IMF Country Report No. 11/237, 2011. 

* Regulation of the European Central Bank (EU) No 795/2014 of 3 July 2014 on oversight requirements for 
systemically important payment systems (ECB/2014/28). 

% See Art. 1(3). % Art. 16. *® Arts. 3-4, 6, 13-15. SITATER 8 Art 9. 

SPA TCNOCI OAO (2). 
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risk.™! Settlements in commercial bank money require the operator to monitor, man- 
age, and limit credit and liquidity risks arising from the commercial settlement banks. 
Further, if a settlement takes place in commercial bank money the operator's legal agree- 
ments with commercial settlement banks must state clearly (a) when transfers on the 
books of individual settlement banks are expected to occur; (b) that transfers are to be 
final when effected; and (c) that funds received shall be transferable as soon as possible, at 
least by the end of the day.'"* Money settlements across the operator's own books require it 
to minimize and strictly control its credit and liquidity risks.!% 

As regards the default of a participant, the Regulation states that there must be rules 
and procedures which include, as a minimum, a failure to meet financial obligations.’ 
These must enable the operator to continue to meet its obligations and to replenish its 
resources. They must define, as a minimum: (a) the actions that an operator can take when 
a default occurs; (b) whether taking such actions is automatic or discretionary and how 
that discretion is exercised; (c) potential changes to normal settlement practices to ensure 
timely settlement; (d) the management of payments at different stages of processing; (e) 
the probable sequencing of actions; (f) the roles, obligations, and responsibilities of the 
relevant parties, including non-defaulting participants; and (g) other mechanisms to limit 
the impact of a default." An operator must have discretionary power, operational cap- 
acity, including sufficient well-trained personnel, and rules and procedures to address 
documentation, information, and communication needs, and, when more than one regu- 
lator is involved, coordination.'” 


(ii) Bank of England’s adoption of CPMI/IOSCO principles 


In the UK the Bank of England has committed itself to observe as a minimum the CPMI/ 
IOSCO principles regarding FMIs.'"* The Bank’s supervisory approach is designed to 
ensure that the rules, policies, and practices of recognized payment systems are compliant 
with the CPMI/IOSCO principles, although the payment systems themselves have pri- 
mary responsibility for ensuring that they operate in line with the principles and other 
regulatory requirements.” 

As a matter of law the Bank of England undertakes this regulatory task primarily 
through its oversight of inter-bank payment systems recognized under sections 184-185 
in Part 5 of the Banking Act 2009. Recognition under the legislation turns on whether any 
disruption of the operation of the payment system would be likely to threaten the stabil- 
ity of the UK financial system or confidence in it, or would have serious consequences 
for business or other interests throughout the UK. In considering whether to recognize a 
system regard must be had to matters like the size and nature of the payments, whether 
transactions could be handled by other systems, the relationship between it and other sys- 
tems, and whether the system is used by the Bank of England in the course of its role as a 
monetary authority." Payment systems which have been recognized include BACS, Faster 
Payments Service, CHAPS, Visa Europe, and CLS. 

In 2015, CPMI/IOSCO assessed the Bank's supervision of FMIs against the responsibili- 
ties set out in the CPMI-IOSCO Principles. It concluded that all the Bank's responsibilities 


10 Art. 10(3). 102 Art. 10(4). 103 Art. 10(6). 104 Art. 10(5). w Art 1201); 
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were observed.!!! The Bank has assessed the risks to financial stability arising from tiered 
participation in CHAPS and to reduce these has encouraged the most systemically import- 
ant banks in sterling wholesale payments to participate directly in CHAPS as settlement 
banks, rather than indirectly through other banks.'”? As we have seen, prefunding has 
been introduced in BACS and the Faster Payment Scheme. 

Also consistently with the CPMI/IOSCO principles, the Bank of England has intro- 
duced a code of practice and supervisory statement on the governance of recognized 
operators of payment systems. The code sets out that a payment system to which the code 
applies must have objectives supporting financial stability and its board must establish and 
approve a risk management framework. The code is issued under section 189 of the 2009 
Act, so that if there is a failure to comply with its requirements the Bank of England may 
take enforcement action.’ 


C. REGULATING PAYMENT MESSAGES 


The relatively recent regulation of payment messages has been prompted by concerns 
about money-laundering and terrorist financing. In its recommendation 16, the Financial 
Action Task Force (FATF)'" requires that countries should ensure that financial institu- 
tions include required payer and payee information on wire transfers and related messages, 
and that the information remains with the wire transfer or related messages throughout 
the payment chain. Financial institutions must ensure compliance.''* The interpretative 
note to the recommendation explains that it is not intended to cover ordinary transactions 
using a credit, debit, or prepaid card for the purchase of goods, and services and transac- 
tions between banks on their own account. Countries may impose lesser requirements for 
low value payments (no higher than €1,000). 

For cross-border payment messages the interpretative note states that the payer’s and 
payee's names, the payer’s details, and the account numbers of both should be included. In 
the absence of an account, a unique transaction reference number is required, which per- 
mits traceability of the transaction. Where several individual cross-border wire transfers 
from a single payer are bundled in a batch file for transmission to payees, the interpret- 
ative note states that they may be exempted from ordinary requirements, provided that 
they include the payer’s account number or unique transaction reference number, and the 
batch file contains required and accurate payer information, and full payee information, 
that is fully traceable within the payee’s country. Intermediate banks have obligations to 
monitor compliance. 

The European Union has given effect to the FATF recommendation in Regulation 
(EU) 2015/847 on information accompanying transfers of funds.'" Recital (5) of 


Committee on Payments and Market & Infrastructures Board of the International Organization 
of Securities Commissions, Assessment and review of application of Responsibilities for authorities, 2015, 
197-8, 201-2. 

™ K, Finan, A. Lasaosa, and J. Sunderland, “Tiering in CHAPS’ (2013) Bank of England Quarterly Bulletin 
Q4, 377-8. 

3 Bank of England, Code of Practice and Supervisory Statement relating to governance in recognised pay- 
ment system operators, London, 2017. 

"* FAFT is the inter-governmental body established to set standards internationally for combating money 
laundering, terrorist financing, and other related threats to the integrity of the international financial system. 

1° The FATF Recommendations, February 2012, Recommendation 16 (wire transfers). 

46 For the UK see the Transfer of Funds (Information on the Payer) Regulations 2007, 2007 SI No 3298, as 
amended. 

l7 Tn 2017 the Joint Committee of the European Supervisory Authorities issued its Joint Guidelines under 
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the Regulation states that its implementation and enforcement, including FATF 
Recommendation 16, represent relevant and effective means of preventing and combat- 
ing money-laundering and terrorist financing. Recital (9) refers to the full traceability of 
the transfers of funds as being a particularly important and valuable tool in the preven- 
tion, detection, and investigation of money-laundering and terrorist financing. 

Regulation (EU) 2015/847 does not apply to payments using a payment card, an elec- 
tronic money instrument, or a mobile phone, or any other similar digital or IT prepaid 
or postpaid device, so long as, first, they are used exclusively to pay for goods or services 
and, secondly, the number of that card, instrument, or device accompanies all consequent 
payments. Person-to-person payments by individuals, acting as consumers, which are 
effected in this way, are not exempt.!!® 

Article 4 contains the key obligation of the payer’s bank, setting out the information 
which must accompany the transfers of funds: 


1. The payment service provider of the payer shall ensure that transfers of funds are 
accompanied by the following information on the payer: 
(a) the name of the payer; 
(b) the payer's payment account number; and 
(c) the payers address, official personal document number, customer identification 
number or date and place of birth. 
2. The payment service provider of the payer shall ensure that transfers of funds are 
accompanied by the following information on the payee: 
(a) the name of the payee; and 
(b) the payee’s payment account number. 


Where a transfer is not made from or to a payment account, the transfer of funds must be 
accompanied by a unique transaction identifier rather than a payment account number." 
The payment service provider of the payer must verify the accuracy of the information 
before making payment on the basis of documents, data, or information obtained from a 
reliable and independent source.'”’ There are relaxations of these requirements where all 
payment service providers involved in the payment chain are established in the EU.'*! For 
payments to payees with payment service providers outside the EU, there are relaxations 
with batch file transfers from a single payer as long as the information is there in the batch 
file and is verified, and that the individual transfers carry the payment account number of 
the payer or, where Article 4(3) applies, the unique transaction identifier.'” 

As regards the payment service provider of the payee, it must implement effective pro- 
cedures to detect whether the fields relating to the information on the payer and the payee 
in the messaging or payment and settlement system have been filled in using characters 
or inputs admissible in accordance with the conventions of that system.'** It may use ex- 
post or real-time monitoring to detect whether the requisite information on the payer 
or the payee is missing.’ Before crediting the payee’s account or making the payments 
available to the payee, the payment service provider must verify the accuracy of the infor- 
mation.!” The obligation does not apply where the payment is less than €1,000 unless the 
payee receives the payment in cash, anonymous electronic money, or if there are reason- 
able grounds to suspect money-laundering or terrorist financing.'* Article 8 provides for 


or incomplete information on the payer or the payee, and the procedures they should put in place to manage a 
transfer of funds lacking the required information. 
M8 Arts. 2(3), 3(12). 49 Art. 4(3). 120 Art. 4(4). RAAT, 5. aa Art 6(1); 
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payments to be made notwithstanding missing or incomplete information on the payer or 
the payee on a risk-sensitive basis. There are obligations on intermediary payment service 
providers, including under Article 10 that they must retain information on the payer and 
the payee with the transfer. 


D. COMPETITION OBJECTIVES 


Payment systems have given rise to competition policy concerns beyond the scope of this 
book." However, one aspect worth mentioning are the barriers to entry to new payment 
service providers. As a matter of analysis there is the impact for payment systems of the so- 
called network effect, each user of a payment system gaining from the addition of new users, 
such as the advantages to customers as more retailers join a payment card system. That means 
established payment systems have a benefit because customers faced with a choice prefer to 
use the larger system, other things being equal, and existing users have invested in equipment 
relevant to the existing system and may be reluctant to duplicate it for a rival system. With 
a high value payment system the credit and liquidity risks mean that there is less scope for 
non-banks to join. With retail payment systems, however, the risks cannot justify the same 
restrictions in public policy terms on membership and competition.’ 

In the UK, the Payment Services Regulations 2009 implemented Directive 2007/64/EC 
of the European Parliament and of the Council on payment services in the internal mar- 
ket (PSD1). It sought to harmonize relevant regulation in the EU and to enable competi- 
tion with the banks in the provision of payment services. Specifically Article 28(1) obliges 
Member States to ensure that the rules on access of authorized or registered payment ser- 
vice providers to payment systems are objective, non-discriminatory, and proportionate 
and that those rules do not inhibit access more than is necessary to safeguard against spe- 
cific risks. There is also a prohibition on payment systems imposing on payment service 
providers, on payment service users, or on other payment systems certain restrictive rules 
governing access to and participation in payment systems.'”° 

The Financial Services (Banking Reform) Act 2013 went one step further. It provides 
for the Finance Conduct Authority to establish a Payment Systems Regulator. Under sec- 
tion 49 the general duties and objectives of the Payments System Regulator are, so far as 
is reasonably possible, to act in a way that advances one or more of its payment systems 
objectives, i.e. the competition objective, the innovation objective, and the service-user 
objective.” In 2016 the Payments System Regulator concluded, inter alia, that there was 
no effective competition for the provision of UK payments infrastructure for BACS and 
the Faster Payments Services; that the lack of competitive procurement exercises by the 
operators was a barrier to entry; and that the UK payment systems’ bespoke messaging 
standards were acting as a barrier to entry for new infrastructure providers.'”! 


7 e.g, fees charged in relation to payment card use: Case C-382/12 P, MasterCard Inc v. Commission [2014] 
5 CMLR 23; Regulation (EU) 2015/751 of the European Parliament and of the Council on interchange fees for 
card-based payment transactions. 

™ See D. Cruickshank, Competition in UK Banking (London, TSO, 2000); HM Treasury Competition in 
Payment Systems (London, 2001); OECD, Competition And Payment Systems (Paris, 2013); London Economics, 
Competition and Collaboration in UK Payment Systems (London, 2014). 

See Directive (EU) 2015/2366 of the European Parliament and of the Council on payment services in the 
internal market ... (PSD2), Art. 35(1); Payment Services Regulations 2009, 2009 SI No 209, r. 97. 

0 J. Malinauskaite, ‘Payment Systems Regulator—A New Body to Improve Competition in the UK 
Payments Sector’ (2015) 37 Eur Competition L R 525. 


"1! Financial Conduct Authority, Payment Systems Regulator, Final Report: Market Review into the 
Ownership and Competitiveness of Infrastructure Provision (London, 2016). 
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DOMESTIC PAYMENT 
SYSTEMS 


Payment involves the transfer of monetary value from payer to payee.' This chapter deals 
with ‘payment systems, which are the instruments, procedures, and institutions that 
enable persons to effect payment. Traditionally, payment systems have been classified in 
different ways. As discussed previously,‘ one distinction is between credit and debit trans- 
fers, which turns upon the manner in which the payment instruction is communicated 
to the payer’s bank: a credit transfer is initiated by the payer instructing his own bank 
directly to ‘push funds to the payee, as occurs with payments under the CHAPS or ‘Faster 
Payment schemes;' whereas a debit transfer is initiated by the payee requesting his bank 
to ‘pull’ funds from the payer's bank pursuant to the terms of the prior specific payment 
instruction (as in the case of a cheque’) or prior general authority (as in the case of a direct 
debit‘) given by the payer to his own bank. Whichever form of transfer is involved, a bank 
may access the particular payment system directly on behalf of its customer or, ifa particu- 
lar bank does not have membership or direct access rights, it may engage one or more cor- 
respondent banks to act on its behalf in that regard.” Other distinctions include whether 
the payment system is paper-based, electronic, or both (which has acquired greater sig- 
nificance in light of the regime under the Payments Services Directives*); whether the 
payment system is limited to small-value or large-value transfers (which is essentially the 
difference between the CHAPS and ‘Faster Payments’ systems) or encompasses both (as 
with cheques and direct debits); whether the payment system is operated by an emanation 
of the state or some private commercial entity; whether the payment system is used for 
in-house, domestic, correspondent, or complex payments;’ and whether settlement in the 
payment system occurs on a bilateral or multilateral basis and/or on a net or real-time 
gross basis.” The range of variables means that it is sometimes difficult to offer much by 


1 For discussion of the basic elements underlying the notion of ‘payment, see Chapter 12, section LA. earlier. 

2 For statutory attempts to define the notion of a ‘payment system, see Banking Act 2009, s 182(1); Financial 
Services (Banking Reform) Act 2013, s 41; Regulation 795/2014 of the European Central Bank of 3 July 2014 
on Oversight Requirements for Systemically Important Payment Systems, OJ L217/16, Art. 2(1); Directive 
2015/2366 of the European Parliament and of the Council of 25 November 2015 on Payment Services in the 
Internal Market, OJ L337, Art. 4(7), considered in Ch 12, section III earlier. 

3 See Ch. 12, section I.B. earlier. * See section IV later. 5 See section II later. 

é See section IV later. ” See Ch. 8, section II earlier. 

8 Directive 2015/2366 of the European Parliament and of the Council of 25 November 2015 on Payment 
Services in the Internal Market, OJ L337, implemented by the Payment Services Regulations 2017, 2017 SI No 
752, Sch. 1, Part 2, para. 2(g)(i). The difference was also significant under the previous legislation: see Directive 
2007/64/EC on Payment Services in the Internal Market [2007] OJ L319, implemented by the Payment Services 
Regulations 2009, 2009 SI No 209, as amended by the Payment Services Regulations 2012, 2012 SI No 1791, 
Sch. 1, Part 2, para 2(g)(i). See also further section II later. 

? See Ch. 12, section I.C earlier. 

10 For the clearing and settlement of payments, see Ch 12, section II.A earlier. 
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way of general comment for certain types of payment system. Whilst this may not be so 
true for cheques, which operate within a long-established statutory framework" (or for 
payment systems that can be analogized with cheques, as has occurred (inappropriately) 
with direct debits"), an understanding of more modern (plastic and electronic) payment 
systems will largely turn upon an appreciation of the specific contractual and institutional 
arrangements relevant to that form of payment.’ Accordingly, the standardized contrac- 
tual framework agreements for certain payments systems (such as the Visa and Mastercard 
network agreements for credit cards or the CHAPS framework agreement for electronic 
credit transfers) effectively become an independent source of law in themselves.'* That 
said, even in the context of plastic and electronic payment systems, an increasingly large 
number of issues are subject to detailed statutory regulation." 

The consideration of payment systems in this chapter will be illustrative, rather than 
exhaustive. The discussion will focus on UK-based and domestic payment systems, 
covering money, cheques, payment cards, and electronic funds transfers in that order. 
The additional considerations that arise when domestic payment systems are employed to 
make international or cross-border payments, as well as the specialist payment mechan- 
isms designed to effect international payments (such as the documentary letter of credit) 
will be considered in a later chapter."* 


I. MONEY 


‘Money’ traditionally refers to physical coins and banknotes. In many ways, this is the arche- 
typal and most reliable payment system, since it is created,” regulated,” and backed™ by 
the state. Physical money differs, however, from other payment systems since it represents, 


1! Bills of Exchange Act 1882, although there are increasingly doubts both in the United Kingdom and 
abroad as to whether the statutory framework applicable to bills of exchange remains appropriate for cheques: 
see further section H.A.(i) later. 

" Esso Petroleum Co. Ltd. v. Milton [1997] 1 WLR 938, where a payment by direct debit was considered 
equivalent to payment by cheque, thus precluding set off. Unfortunately, an appeal was not pursued: [1997] 
1 WLR 1060. For criticism of Milton, see A. Tettenborn, ‘“Pay Now, Sue Later”: Direct Debits, Set-off and 
Commercial Practice’ (1997) 113 LOR 374. 

'' Directive 98/26/EC of the European Parliament and of the Council of 19 May 1998 on Settlement Finality 
in Payment and Securities Settlement Systems, [1998] OJ L166/45, Art. 5, considered Ch. 12, section H.B. 
earlier. 

4 See Ch, 12, section HI.B. earlier. 

15 See Payment Services Regulations 2017, 2017 SI No 752, considered further Sections III-IV later. 

‘6 For a comprehensive account of domestic and cross-border payment systems, see M. Brindle and R. Cox, 
Law of Bank Payments (4th edn., Sweet & Maxwell, 2010), chs. 2-5, 7. See also E. P. Ellinger, E. Lomnicka, and 
C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford University Press, 2011), chs. 10-11, 13-15. 

17 For further discussion of electronic funds transfers, see Ch. 12, section II earlier. 

8 See further Ch. 17 later. 

° Bank notes are issued by the Bank of England in ‘such denominations as the Treasury may approve’: see 
Currency and Bank Notes Act 1954, s. 1(1). Coins are made by the Royal Mint under the direction of the 
Chancellor of the Exchequer: see Coinage Act 1971, s. 3. 

As regards banknotes, the Bank of England has the power to call in any issued notes: see Currency and 
Bank Notes Act 1954, s. 1(5). As regards coins, the monarch in Privy Council can issue proclamations regu- 
lating coinage: see Coinage Act 1971, s. 3. The trial of the pyx is held annually to verify that coins have been 
minted in accordance with the legal requirements: ibid., s. 8(1). 

"' A banknote constitutes a promissory note issued by the Bank of England that is repayable on demand at 
its head office by means of other banknotes of lower denominations: see Currency and Bank Notes Act 1954 
s. 1(3)-(4). There is criminal liability for issuing unauthorized coins or melting down or breaking up mdi 
ized coins: see Coinage Act 1971, ss. 9-10. 
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at one and the same time, the value/thing being transferred and the means of that value/ 
thing's transfer. The position is straightforward when physical money is used as the mech- 
anism to transfer value, since all that is required is the physical delivery of the coins or 
banknotes to the payee.” Such a transfer of possession has both proprietary and obliga- 
tional consequences. On the proprietary side, possession vaut titre," so that the physical 
transfer of the banknotes and coins passes the legal property/ownership of the money to 
the payee.” This is the case even if the payer's title to the money is defective, since money is 
‘currency’ whereby a bona fide payee for value receives a pertect title upon the money being 
physically handed over. Where physical money is stolen, it is possible to trace the funds at 
common law (albeit traditionally not through mixed funds”) and bring a claim for money 
had and received (but not conversion’) against subsequent recipients of the money.” On 
the obligational side, as a creditor or contractual counterparty is entitled to refuse pay- 
ment except by way of legal tender,” the transfer of physical money is traditionally (unless 
the parties agree to the contrary) the only effective way of discharging one’s debts or con- 
tractual payment obligations since banknotes and coins qualify as legal tender.” Requiring 
contracting parties to transfer suitcases of bank notes by way of payment might well suit 
money-launderers, but hardly facilitates rapid international commercial activity. 

This commercial need for rapid and efficient means of transferring monetary value 
and effecting payment has been the principal driver behind attempts to reconceptualize 
‘money’ as being something other than just physical notes and coins (although the desire 
to discourage money-laundering has also tended to discourage the use of physical money). 
Whether such reconceptualization is even possible depends upon the theory of money to 
which one subscribes: the ‘state theory’ limits what counts as money to chattels that have 
the character of money as a ‘universal medium of exchange”! attributed to them by or 
with the authority of the state;** the ‘societary theory’ characterizes something as money 
by reference to ‘whether the community where it circulates treats it as such,” rather than 
by reference to some formal act of the state’s apparatus; and the ‘institutional theory’ treats 
as money any payment obligations ‘whose acceptance as a store of value and as a means 
of payment by the public is dependent on a comprehensive framework that ensures stable 
purchasing power, even in times of banking stress," with the consequence that money 
is ‘no longer a chattel, but a transferable credit within an overall institutional frame- 
work.” By focusing on a single relevant consideration, however, none of these theories 


Southland Savings Bank v. Anderson [1974] 1 NZLR 118, 120-1. 

23 French Code Civil, Art. 2276, alinéa ler. 4 Wookey v. Pole (1820) 4 B & Ald 1, 6. 

25 Ibid., 7. See also Banque Belge pour LEtranger v. Hambrouck [1921] 1 KB 321, 329. 

2 Taylor v. Plumer (1815) 3 M & S 562; Banque Belge pour L'Etranger v. Hambrouck [1921] 1 KB 321, 328; 
cf. BMP Global Distribution Inc v. Bank of Nova Scotia [2009] 1 SCR 504, [81]-[86]. For a convincing critique 
of Taylor, see L. Smith, “Tracing in Taylor v Plumer: Equity in the Court of King’s Bench’ [1995] LMCLQ 240. 

27 Miller v. Race (1785) 1 Burr 452. 8 Lipkin Gorman (a firm) v. Karpnale & Co. Ltd. [1991] 2 AC 548. 

3 Gordon v. Strange (1847) 1 Exch 477; Child Maintenance and Enforcement Commission v. Wilson {2013] 
CSIH 95, [12]. See also Wookey v. Pole (1820) 4 B & Ald 1, 7; 106 ER 839: ‘By the use of money the interchange 
of all other property is most readily accomplished’ See further Ch. 12, section II.A(ii) earlier. 

3 Currency and Bank Notes Act 1954, s. 1(2). 

31 BP Exploration (Libya) Co Ltd. v. Hunt [1979] 1 WLR 783, 799. 

32 Ç. Proctor, Mann on the Legal Aspect of Money (7th edn., Oxford, Oxford University Press, 2012), 
(1.17]-[1.28]. 

3 Moss v. Hancock {1899] 2 QB 111, 116. See also J. Benjamin, Financial Law (Oxford, Oxford University 
Press, 2007), [1.49]; D. Fox, Property Rights in Money (Oxford, Oxford University Press, 2008), [1.23]. 

3 A. Sáinz de Vicuña, ‘An Institutional Theory of Money, in M. Giovanoli and D. Devos (eds.), International 
Monetary and Financial Law: The Global Crisis (Oxford, Oxford University Press, 2011), [25.01]; C. Proctor, 
Mann on the Legal Aspect of Money (7th edn., Oxford, Oxford University Press, 2012), [1.30]-[1.44]. 


3 Ibid. 
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may be treated as fully explaining the concept of ‘money, given that this notion may dif- 
fer according to the particular circumstances and statutory or contractual language used 
in any given case.” This casuistic approach is exemplified by two contrasting English deci- 
sions. On the one hand, in Libyan Arab Foreign Bank v. Bankers Trust Co,” Staughton J 
held that the bank’s obligation to repay funds held in a dollar-denominated account in 
London could only be satisfied by the delivery of physical money (in that case, United 
States dollars), otherwise the bank could have avoided repaying its customer because of 
US sanctions preventing payment or transmission of funds to its Libyan customers. On 
the other hand, provisions in commercial contracts (such as charterparties) requiring pay- 
ment ‘in cash’ have not been interpreted as requiring payment in physical money, but have 
instead been ‘interpreted against the background of modern commercial practice’ to have 
a ‘wider meaning, comprehending any commercially recognized method of transferring 
funds, the result of which is to give the transferee the unconditional right to the imme- 
diate use of the funds transferred,” namely electronic funds transfers that can be treated 
as ‘equivalent to cash. Indeed, there are an increasing number of practical situations now- 
adays where it will be important to determine whether something counts as ‘money’ or 
not, such as the application of legislation relating to the sale of goods," the prohibition 
on money-laundering," the regulation of financial and money transmission services,” 
the imposition of VAT or other forms of taxation,” securities’ regulation,” or criminal 
offences.” The issue of what constitutes ‘money’ is not necessarily approached in a uni- 
form manner across these various instances. 

As regards the modern alternatives to physical money, most bank customers nowadays 
would probably think of ‘money’ in terms of the funds standing to the credit of (or within 
the authorized overdraft limit on) their current account. A depositor of such funds retains 
no proprietary interest in the physical money deposited, nor is that money subject to 
any bailment or trust relationship,” since the entire property in the banknotes and coins 
passes to the bank to use as it sees fit.” Instead, the relationship between the depositor 
and his or her bank is a personal debtor-creditor relationship (with the customer being 
the creditor or debtor depending upon whether the account is in credit or overdrawn).** 


% Messenger Press Pty Ltd. v. Commissioner for Taxation [2012] FCA 756. For a definition of ‘money’ that 
incorporates different aspects of the three standard theories, see C. Proctor, Mann on the Legal Aspect of Money 
(7th edn., Oxford, Oxford University Press, 2012), [1.68]. 

7 Perrin v. Morgan [1943] AC 399, 407. 

*8 Libyan Arab Foreign Bank v. Bankers Trust Co [1989] QB 728, 764-6. 

* The Brimines [1973] 1 WLR 386, 400. See also The Chikuma [1981] 1 WLR 314, 318-20. 

* Money World New Zealand 2000 Ltd. v. KVB Kunlun New Zealand Ltd. [2006] 1 NZLR 381, [68]. See also 
The Halcyon The Great [1975] 1 WLR 515. 

4! United States v. Ulbricht (Case 1:14-cr-00068-KBF, SDNY, 9 July 2014), 5, 47-50: ‘One can money launder 
using Bitcoin. 

© Morris v. Ritchie [1934] NZLR 196, 197. See also Securities and Exchange Commission v. Shavers (Case 
4:13-cy-00416-RC-ALM, 6 August 2013), 1-3 (‘Therefore, Bitcoin is a currency or form of money, and invest- 
ors wishing to invest ... provided an investment of money’); United States v. Faiella (Case 1:14-cr-00243-JSR, 
SDNY, 8 August 2014), 2-3 (‘Bitcoin clearly qualifies as “money” ...). 

4 C-264/14 Skatteverket v. Hedqvist [2016] STC 372, [10]-[56] (‘Such virtual currencies are analogous to 
other convertible currencies as regards their use in the real world’). See also Wilton Park Ltd. v. Commissioners 
for Her Majestys Revenue and Customs [2015] UKUT 343 (TCC), [2]-[30]. 

“ Re Coinflip Inc (Docket No 15-29, Commodity Futures Trading Commission, 17 September 2015), 2-3. 

4 Moss v. Hancock [1899] 2 QB 111, 114-20. See also R v. Preddy [1996] AC 815. 

“© Foley v. Hill (1848) 2 HL Cas 28, 36. See also London Joint Stock Bank Ltd. v. Macmillan and Arthur {1918] 
AC 777, 814; Lipkin Gorman (a firm) v. Karpnale & Co. Ltd. [1991] 2 AC 548, 573-4. 

“ Libyan Arab Foreign Bank v. Bankers Trust Co [1989] QB 728, 748. 

8 Foley v. Hill (1848) 2 HL Cas 28, 36; Joachimson v. Swiss Bank Corporation [1921] 3 KB 110, 127. 
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That is not to say that ‘bank money’ has no proprietary consequences, since the depositor 
owns a chose in action enforceable against his or her bank for the credit balance of the 
account. That chose in action may be owned jointly,” assigned,* held on trust,” or traced“ 
like any other form of property. Such an intangible form of money cannot, however, be 
transterred by mere delivery (as is the case with physical money), but is most commonly 
transferred in order to effect payment by means of an electronic funds transfer®’—this 
does not involve an assignment of the payer's chose in action against his or her bank, but 
rather the total or partial extinction of that right and the creation of an equivalent right in 
the payee against his or her bank.™ It is because this is the most common way nowadays of 
holding and transferring monetary value that the courts have taken the step (mentioned 
above) of equating electronic transfers of money from an account with the delivery of 
physical money where necessary." 

Given the ease with which a person can access and transfer funds in their account 
through the network of ATMs, debit cards, direct debits, and electronic funds transfers 
initiated through internet or mobile banking® (all of which will be considered further 
below), it may be wondered what further room there might be in the United Kingdom 
payment market tor other forms of money. Nevertheless, there are two other forms of non- 
physical money, besides ‘bank money’ that have been developed. 


A. ELECTRONIC MONEY 


The first type of non-physical money is what has been termed ‘electronic money,” which is 
governed in the United Kingdom by the Electronic Money Regulations 2011.°* According 
to this regime, ‘electronic money’ is defined as ‘electronically (including magnetically) 
stored monetary value, which is stored on a device issued by an ‘electronic money issuer’ 
(which could be a bank, credit card issuer, or company solely involved with issuing elec- 
tronic money)”™ in return for funds and which not only gives rise to claim for the return of 


*® Re Bishop, National Provincial Bank Ltd. v. Bishop [1965] Ch 450, 456; Steele v. Steele (Ch. D., 4 October 
2001), (51]-[59]. 

°° Most commonly, the assignment of a bank balance will operate by way of charge: consider Re Charge 
Card Services Ltd. [1987] Ch 150, 175-6, aff'd [1989] Ch 497; Re Bank of Credit and Commerce International 
SA (No. 8) [1998] AC 214, 226-8. 

5! For example, trust principles have been particularly important for joint accounts (see generally Pecore 
v. Pecore [2007] 1 SCR 795; Madsen Estate v. Saylor [2007] 1 SCR 838), executor accounts and solicitor accounts 
(see Brazzill v. Willoughby [2009] EWHC 1633 (Ch), [104]). 

5 Consider Lipkin Gorman (a firm) v. Karpnale & Co. Ltd. [1991] 2 AC 548, 574-6; Trustees of the Property 
of FC Jones & Sons v. Jones [1997] Ch 159, 169-70. 

5 See section IV later. 5 Rv. Preddy [1996] AC 815, 834. 

5 Consider Rick Dees Ltd v. Larsen [2007] NZSC 39. 

5€ These forms of payment system continue to dominate the United Kingdom payment market: see 
Committee on Payment and Settlement Systems, Innovations in Retail Payments (Basel, BIS, May 2012), 6, 
Figure 1 and Annex I. 

5 See generally R. Hooley, ‘Payment in a Cashless Society, in B. Rider (ed.), The Realm of Company Law—A 
Collection of Papers in Honour of Professor Leonard Sealy (London, 1998). 

58 Electronic Money Regulations 2011, 2011 SI No 99, implementing Directive 2009/110/EC of the 
European Parliament and of the Council of 16 September 2009 on the Taking Up, Pursuit and Prudential 
Supervision of the Business of Electronic Money Institutions, OJ L267 (‘Electronic Money Directive’). The 
regulations came into force on | April 2013 and replaced the Electronic Money (Miscellaneous Amendments) 
Regulations 2002, 2002 SI No 765 and the Financial Services and Markets Act 2000 (Regulated Activities) 
Order 2002, 2002 SI No 682, which had implemented Directive 2000/46/EC. 

5 For a sense of the types of company, besides banks and credit card companies, operating as ‘electronic 


money issuers in Europe, see www.e-na.org. 
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those funds from the issuer, but can also be used as a means of payment with persons other 
than the issuer.” In other words, it is ‘an electronic surrogate for coins and banknotes.” 
Excluded from the notion of ‘electronic money, however, are products that simply enable 
consumers to use conventional payment services, such as credit cards or internet payment 
services or that restrict the suppliers with which the electronic money can be spent or that 
limit the types of goods or services that can be purchased.” One type of ‘electronic money’ 
is the ‘electronic purse’ or ‘digital wallet, which is a card (capable of being issued independ- 
ently of any account-holding relationship) pre-loaded (usually for a fee) with monetary 
value that can be used to purchase low-value goods and services from retailers (often for 
a further fee). Increasingly, electronic purses and digital wallets are located on mobile 
phones (as with ApplePay), rather than physical cards. Whilst the downside of these prod- 
ucts is that they charge a person for spending their own money, the principal advantage is 
that there are generally no credit checks, so they can be used by those with a poor (or no) 
credit history. The other form of ‘electronic money’ is ‘digital cash, which enables a per- 
son to upload funds from a bank account or credit card to an internet-based account that 
may be used to pay for goods and services.” The leading example in the United Kingdom 
is PayPal, which not only provides for secure and efficient payment, but also provides par- 
ticular users with certain guarantees, such as rapid repayment of funds in the event that 
the transaction is incomplete or defective. Whilst ‘electronic money’ initially only had an 
impact in Singapore and Hong Kong (particularly in relation to paying for public trans- 
port) and to a lesser extent in Japan, the development of systems, such as ApplePay, are 
likely to increase its popularity significantly. That said, it remains for the moment one of 
the least used form of payment in the United Kingdom.* 

So far, the legal focus of the European electronic money regime“ has been on the 
authorization, registration, capital adequacy, and prudential supervision of firms wishing 
to provide ‘electronic money’-related services in the United Kingdom,™ since the possi- 
bility of entities, other than the Bank of England or authorized banks, effectively issuing 
the equivalent of money gives rise to consumer protection issues,” financial and systemic 
risks,” and broader monetary policy concerns (although the impact on money supply 
is likely to be minimal in the United Kingdom, given the low number and low average 
value of ‘electronic money’ transactions). In the United Kingdom, the task of regulating 
such firms falls to the Financial Conduct Authority.’ The Electronic Money Regulations 


* Electronic Money Regulations 2011, 2011 SI No 99, reg. 2(1). 

s! Electronic Money Directive, Recital 13. 

* Electronic Money Regulations 2011, 2011 SI No 99, regs. 2(1), 3. 

& Electronic Money Directive, Recital 8. 

A further advantage is that electronic money is not subject to the information requirements in Regulation 
2015/847 of the European Parliament and of the Council of 20 May 2015, OJ L141/1, Art. 2(3). 

* Electronic Money Directive, Recital 8. 

“ Committee on Payment and Settlement Systems, Innovations in Retail Payments (Basel, BIS, May 2012), 
section 2.1. 

*’ For a summary of the changes introduced by the second Electronic Money Directive, see Financial 
Conduct Authority, The FCAS Role under the Electronic Money Regulations 2011: Our Approach (June 2013), 
section 1.5. 

Electronic Money Regulations 2011, 2011 SI No 99, Parts 2-4. 

© Electronic Money Directive, Recital 11. 

” Electronic Money Directive, Recitals 11, 17. According to these Recitals, electronic money issuers are 
required to be subjected to ‘effective anti-money laundering and anti-terrorist financing rules’: see further 
Chapter 8, section I.C earlier. 

” See generally Financial Conduct Authority, The FCA’ Role under the Payment Services Regulations 2017 
and the Electronic Money Regulations 2011: Our Approach (September 2017). 
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2011 also recognize ‘passport’ rights on behalf of those firms already providing electronic- 
money services in another Member State.”’ Credit institutions, credit unions, and munici- 
pal banks” do not require full-blown authorization or registration under the regulations, 
but do require permission under Part 4A of the Financial Services and Markets Act 2000 
if they wish to issue electronic money. More significantly for the present discussion, how- 
ever, is the fact that the Electronic Money Regulations 2011 contains some limited conduct 
of business rules (actionable by the ‘electronic money’ holder if breached”) for United 
Kingdom-based issuers of ‘electronic money, * although most of the non-regulatory issues 
that might arise between an issuer and a holder of ‘electronic money’ will likely be cov- 
ered by the detailed written terms and conditions governing its issue.” In particular, the 
regulations require the electronic money issuer to issue the electronic money ‘without 
delay’ upon receiving funds from the customer, ` not to award interest“ and to redeem the 
electronic money ‘at any time’ and ‘at par value’ when requested (although, in cases of 
premature contract termination by a consumer,” or redemption request more than a year 
after such termination, the issuer is entitled to charge a redemption fee that is ‘proportion- 
ate and commensurate with the cost actually incurred’).*' In addition, the contract for the 
issue of electronic money must state ‘clearly and prominently’ the terms of redemption 
and any fees payable and the customer must be informed of these before any contract is 
concluded.* A customer must redeem the ‘electronic money’ within six years if the funds 
are not to be forfeited.” 

Where ‘electronic money’ has been lost or misused by another, determining whether 
the ‘electronic money’ issuer or holder should bear the loss is determined by the Payment 
Services Regulations 2017 (PSR 2017), as both ‘electronic purses’ and ‘digital cash’ are 
likely to constitute a ‘payment instrument’ falling within the scope of those regulations.* 
On this basis, the allocation of responsibility for the loss or misuse of ‘electronic money’ 


” Electronic Money Regulations 2011, 2011 SI No 99, regs. 28-31. 

73 These fall within the definition of ‘electronic money issuer’: see Electronic Money Regulations 2011, 2011 
SI No 99, reg. 2. 

™ Electronic Money Regulations 2011, 2011 SI No 99, reg. 72. 

735 Electronic money has generally fallen outside the scheme of the Consumer Credit Act 1974: see E.P. 
Ellinger, E. Lomnicka, and C. Hare, Ellingers Modern Banking Law (5th edn., Oxford, Oxford University Press, 
2011), 664-73. 

76 As well as the express terms and conditions, there may be certain non-derogable obligations implied into 
the contract by the Consumer Rights Act 2015, Parts 3 and 4 depending upon whether the contract between an 
electronic-money issuer and a consumer is viewed as one relating to the provision of services, digital content, 
or both. Consider further A. Tyree, ‘The Legal Nature of Electronic Money’ (1999) 10 JBFLP 273. 

7 Electronic Money Regulations 2011, 2011 SI No 99, reg. 39(a). 

7 Electronic Money Regulations 2011, 2011 SI No 99, reg. 45. 

7? Electronic Money Regulations 2011, 2011 SI No 99, reg. 39(b). 

® The contract will terminate upon a fixed date or when the right to use the ‘electronic money’ ceases: see 
Electronic Money Regulations 2011, 2011 SI No 99, reg. 46. 

81 Electronic Money Regulations 2011, 2011 SI No 99, regs. 41-2, 44. 

8 Electronic Money Regulations 2011, 2011 SI No 99, reg. 40. 

83 Electronic Money Regulations 2011, 2011 SI No 99, reg. 43. 

* Payment Services Regulations 2017, 2017 SI No 752, implementing Directive 2015/2366 of the European 
Parliament and of the Council of 25 November 2015 on Payment Services in the Internal Market, OJ L337, 
Arts. 73-4 (in force 12 January 2016 and to be implemented by Member States by 13 January 2018), which 
broadens the scope of the previous regime. See generally Payments UK, The Second Payment Services Directive 
(PSD2): A Briefing from Payments UK (July 2016). l 

8 A ‘payment instrument’ is defined as a ‘personalised device’ (such as an ‘electronic purse’) or a ‘person- 
alised set of procedures agreed between the payment service user and the payment service provider’ (such as 
for ‘digital cash’) which is used ‘by the payment service user in order to initiate a payment order’: see Payment 
Services Regulations 2017, 2017 SI No 752, reg. 2. 
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will ordinarily be the same as for other ‘payment instruments, such as payment cards, 
which are considered further later.** The PSR 2017 does, however, contain a special regime 
for ‘low-value’ payment instruments,” in cases where the ‘payment instrument’ can only 
be used to effect individual payment transactions of a modest amount; where there is a 
modest spending limit imposed; or, most relevantly for present purposes, there is limit 
on the amount of funds that can be stored as ‘electronic money’ on the ‘payment instru- 
ment.’ Given that the average values for ‘electronic money’ transactions (as well as other 
types of payment card transaction) is currently declining quite significantly year-on-year 
in the United Kingdom,” this alternative regime for ‘low-value’ transactions is likely to 
become increasingly important in this context. In such cases, the conduct of business rules 
relating to the disclosure of information by the ‘electronic money’ issuer prior to the issu- 
ing of the payment instrument and the execution of individual transactions, as well as 
the provisions relating to termination of the relationship, are automatically disapplied.” 
The issuer may opt to disapply other specified conduct of business rules.” In terms of the 
allocation of losses between the ‘electronic money’ issuer and holder in relation to such 
low-value payment instruments, there is no obligation on the holder to notify the issuer 
‘without undue delay’ once aware of the ‘loss, theft, misappropriation or unauthorized 
use of the payment instrument, at least in circumstances where the ‘electronic money’ 
issuer cannot stop the payment instrument's use.” Nor is there any obligation on the ‘elec- 
tronic money’ issuer to inform the holder that their payment order has not been executed 
if this ‘is apparent from the context’ (as would be the case with an ‘electronic purse’).” 
Furthermore, the payer has no right to revoke a payment made with a ‘low-value’ pay- 
ment instrument” and the usual payment execution timelines are also disapplied.” Most 
significantly, where the ‘electronic money’ can be used by the holder in an anonymous 
manner (as occurs with pre-loaded or pre-paid cards that can be used, without any PIN or 
other identification process, simply by ‘tapping’ or ‘swiping’ the card), then the ‘electronic 
money’ is treated like physical money—like cash, if the card is lost or misused, the ‘elec- 
tronic money’ holder bears the loss.” 


8 See section III.A(i) later. 

*” ‘There is also an exclusion from the usual provisions of the Payment Services Regulations 2017 for ‘elec- 
tronic purses’ that can only be used in a limited number of outlets: see Payment Services Regulations 2017, 
2017 SI No 752, Sch. 1, Pt 2, para. 2(k). 

* To qualify as a ‘low-value’ payment instrument, the individual transactions for which it may be used must 
be limited to €30 or less, unless the transactions are wholly domestic, in which case the transaction limit is 
raised to €60: see Payment Services Regulations 2017, 2017 SI No 752, reg. 42(1)(a). 

° To qualify as a ‘low-value’ payment instrument, the spending limit must be capped at €150 or, in the case 
of a payment instrument that may only be used domestically, €300: see Payment Services Regulations 2017, 
2017 SI No 752, reg. 42(1)(b). 

* To qualify as a ‘low-value’ payment instrument, the stored value must not be capable of exceeding €500 
at any time: see Payment Services Regulations 2017, 2017 SI No 752, reg. 42(1)(c). 

The UK Cards Association, Card Expenditure Statistics (December 2015), 4. 

Payment Services Regulations 2017, 2017 SI No 752, reg. 42(2)(a) (disapplying regs. 48-52). 

° Payment Services Regulations 2017, 2017 SI No 752, reg. 42(2)(b)-(c). 

Payment Services Regulations 2017, 2017 SI No 752, reg. 65(2)(a). 

* Payment Services Regulations 2017, 2017 SI No 752, reg. 65(2)(c). 

% Payment Services Regulations 2017, 2017 SI No 752, reg. 65(2)(d). 

Payment Services Regulations 2017, 2017 SI No 752, reg. 65(2)(e). 

This is by virtue of the scheme allocating responsibility in the Payment Services Regulations 2017 being 
disapplied in the context of ‘anonymous’ electronic money: see Payment Services Regulations 2017, 2017 SI 


No 752, reg. 65(2)(b). Compare the former regime under the Banking Code (March 2008) and the Business 
Banking Code (March 2008). 
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By way of exception to the regime governing ‘low-value’ payment instruments,” where the 
‘electronic money’ issuer has means to verify whether the electronic money has been used and 
can freeze any ‘electronic money’ account or stop any ‘electronic money’ instrument (as might 
be the case, for example, with a PayPal payment), the ‘electronic money issuer bears responsi- 
bility for any unauthorized use of the funds and the ‘electronic money’ issuer must immediately 
refund the amount of ‘electronic money’ used in the unauthorized manner." That said, the 
‘electronic money’ holder will bear responsibility up to a maximum of £35 if the unauthorized 
use of the ‘electronic money’ results from the customer's electronic money’ card, PIN, or other 
security features being lost, stolen, or misappropriated,'" unless it was not detectable by the 
electronic money’ holder or was caused by the act or omission of the issuer's representative.’ 
The ‘electronic money’ holder will be responsible for ‘all losses, however, where the issuer can 
show that the relevant holder has acted fraudulently or has intentionally or with gross negli- 
gence failed to use the ‘payment instrument’ in accordance with its terms; failed to keep the 
PIN or security features sate; or failed to inform the ‘electronic money’ issuer ‘without undue 
delay on becoming aware of the loss, theft, misappropriation or unauthorized use’ of the ‘elec- 
tronic money" Even where there is no such fraud or gross negligence, the ‘electronic money’ 
holder must inform the ‘electronic money’ issuer ‘without undue delay; and in any even no 
later than 13 months after the payment, to retain his or her right to a refund." 


B. VIRTUAL MONEY AND CRYPTOCURRENCIES 


The second form of non-physical money has appeared on the scene much more recently 
than ‘electronic money, namely virtual currencies or cryptocurrencies.'!® There are 
currently a number of different cryptocurrencies, such as Ethereum, Steem, Ripple, 
Litecoin, and Dogecoin, but the most important cryptocurrency by market capitalization 
is Bitcoin. This has all the classic hallmarks of a cryptocurrency in that it is digital in 
form;'” is not created or issued by a single (usually state-based) issuer, but rather ‘cre- 
ated directly in a network by a special algorithm’ by a process known as ‘mining’;!” 
is not regulated!” by any central bank or other form of governmental authority (unlike 


*° Payment Services Regulations 2017, 2017 SI No 752, reg. 65(3). 

‘00 Payment Services Regulations 2017, 2017 SI No 752, regs. 65(3), 76. 

101 Payment Services Regulations 2017, 2017 SI No 752, reg. 77(1). The Second Payment Services Directive 
has reduced the maximum amount for which an ‘electronic money’ holder can be liable when a card or other 
payment device is lost or stolen: see Directive 2015/2366 of the European Parliament and of the Council of 25 
November 2015 on Payment Services in the Internal Market, OJ L337, Arts. 73-4. See generally Payments UK, 
The Second Payment Services Directive (PSD2): A Briefing from Payments UK (July 2016). 

102 Payment Services Regulations 2017, 2017 SI No 752, reg. TL2): 

103 Payment Services Regulations 2017, 2017 SI No 752, regs. 72, 77(3). 

1 Payment Services Regulations 2017, 2017 SI No 752, reg. 74(1). 

105 See Securities and Exchange Commission v Shavers (Case 4:13-cv-00416-RC-ALM, 6 August 2013, 1:... 
‘an electronic form of currency unbacked by any real asset and without specie, such as coin or precious 
metal’ For the suggested broader use of cryptocurrency technology to deal with issues surrounding inter- 
mediated securities, see E. Micheler, ‘Custody Chains and Asset Values: Why Crypto-Securities are Worth 
Contemplating’ (2015) 74 CLJ 505, 532-3. 

106 See www.coinmarketcap.com. 

107 United States v. Ulbricht (Case 1:14-cr-00068-KBF, SDNY, 9 July 2014), 5, 49: ‘[B]its and bytes that 
together constitute something of value. 

108 C.264/14 Skatteverket v. Hedqvist [2016] STC 372, [11]. See also Securities and Exchange Commission 
v. Shavers (Case 4:13-cv-00416-RC-ALM, 6 August 2013, 1-2. 

109 T, Anderson, ‘Bitcoin—Is it Just a Fad? History, Current Status and Future of the Cyber-currency 
Revolution [2014] JIBLR 428, 429. 

"0 C-264/14 Skatteverket v. Hedqvist [2016] STC 372, [12]. 
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physical money'''), since Bitcoin is a ‘peer-to-peer electronic cash system’;!” allows for 
anonymous ownership, since the bitcoins are held within the network in encrypted digital 
wallets, namely ‘bitcoin addresses’ with a unique identifier number and ownership of the 
bitcoins is proved by a secret 256-bit code (termed a ‘private key’);'"* allows for bitcoins to 
be traded across a virtual exchange which is ‘controlled by its developers and accepted by 
members of a specific virtual community,'" and includes a public register of every trans- 
action involving a particular bitcoin (termed the ‘blockchain’) to show the present owner. 
The integrity of the ‘blockchain’ is achieved by network members verifying the transac- 
tions through a ‘proof of work’ (making it exponentially more difficult for hackers to fals- 
ify earlier transactions) and being rewarded with new bitcoins. According to the Court of 
Justice of the European Union in Skatteverket v. Hedqvist, whilst both ‘electronic money’ 
and cryptocurrencies are digital in form, the difference lies in the fact that the former is 
expressed in the currency of a particular jurisdiction (such as Sterling or Euros) whereas 
for cryptocurrencies ‘the funds are not expressed in traditional accounting units, such as 
in Euro, but in virtual accounting units, such as the “bitcoin” 5 

Whilst there is no doubt that cryptocurrencies are flourishing (albeit still dwarfed by 
other payment systems), they have not received a good press due to the anonymity that 
they afford, such that their use has become synonymous with illegal and underworld 
activity. The challenge for the courts and regulators has accordingly been to apply current 
statutory regimes, so as to avoid cryptocurrencies being used for money laundering," 
drug trafficking (such as occurred with the infamous ‘Silk Road’ website, which oper- 
ated an online marketplace for illicit goods and services),''’ and tax avoidance. Whilst a 
purposive or teleological interpretation of the relevant legislation should in most cases 
prevent cryptocurrencies setting statutory regimes at naught, it is increasingly likely that 
courts will be asked to characterize virtual currencies as belonging to one legal category or 
another: some courts have been prepared to treat a cryptocurrency as ‘money’ for particu- 
lar purposes," but this depends upon one rejecting the state theory of money, discussed 
previously; other courts might classify cryptocurrencies as a form of intangible property 
(in the same way as a ‘carbon credit, a waste management licence,” a milk quota,'”! 
or an export quota'™), which can be followed, traced, and vindicated by its own special 


11! See generally Currency and Bank Notes Act 1954, s. 1; Coinage Act 1971, ss. 3, 9-10. 

2 §. Nakamoto, ‘Bitcoin: A Peer-to-Peer Electronic Cash System’ (1 November 2008), discussed in 
T. Anderson, ‘Bitcoin—Is it Just a Fad? History, Current Status and Future of the Cyber-currency Revolution 
{2014] JIBLR 428. 

n3 C-264/14 Skatteverket v. Hedqvist [2016] STC 372, [11]. 

114 C-264/14 Skatteverket v. Hedqvist [2016] STC 372, [12]. The value and security of Bitcoin obviously 
depends upon the security of the exchange, as highlighted by the bankruptcy of the ‘Mt Gox KK’ exchange in 
February 2014 (see P. Susman, ‘Virtual Money in the Virtual Bank: Legal Remedies for Loss’ (2016) 31 BJIBFL 
150), the hacking of the Bitcoin bank, Flexcoin, in April 2014 or the hacking of the Hong Kong-based Bitfinex 
exchange in August 2016. 

MS C-264/14 Skatteverket v. Hedqvist [2016] STC 372, [12]. 

46 United States v. Ulbricht (Case 1:14-cr-00068-KBE, SDNY, 9 July 2014), 5, 47-50. 

H7 See generally United States v. Ulbricht (Case 1:14-cr-00068-KBF, SDNY, 9 July 2014); United States 
v. Faiella (Case 1:14-cr-00243-JSR, SDNY, 8 August 2014), 2-3. 

n8 Securities and Exchange Commission v. Shavers (Case 4:13-cv-00416-RC-ALM, 6 August 2013), 1-3; 
United States v. Ulbricht (Case 1:14-cr-00068-KBE, SDNY, 9 July 2014), 5, 47-50; United States v. Faiella (Case 
1:14-cr-00243-JSR, SDNY, 8 August 2014), 2-3; cf. C-264/14 Skatteverket v, Hedqvist [2016] STC 372 [42]- 
[56]; United States v. Murgio (Case 1:15-cr-00769-AJN, SDNY, 19 September 2016). 

"Armstrong DLW GmbH v. Winnington Networks Ltd. [2013] Ch 156, [42]-[61]. 

2 Re Celtic Extraction Ltd. [2001] Ch 475, [29]-(34]. 
21 Swift v. Dairywise Farms Ltd. [2000] 1 WLR 1177, 1183-4. 
? Attorney-General of Hong Kong v. Nai-Keung [1987] 1 WLR 1339, 1342. 
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personal claim at common law (but not conversion or money had and received);'*’ and yet 
other courts might treat cryptocurrencies as involving the provision of a service. Whilst 
these conclusions are not mutually exclusive and depend heavily on the particular statu- 


tory context or circumstances, this type of issue is likely to come before the courts on an 
increasingly regular basis. 


ow. CHEOUES 


In temporal terms, the cheque is probably the most longstanding payment system, physical 
money aside,'” and from the late nineteenth century was governed by the comprehensive 
statutory scheme in the Bills of Exchange Act 1882. In the United Kingdom, as in many 
other jurisdictions, cheques have been a popular method of payment, but it is clear that 
with time, the cheque is likely to disappear, for its processing costs are a deadly disadvan- 
tage in a cost-conscious world. In Table 13.1 below, there is a comparison of the percentage 
by volume of different payment systems in Germany, France, the United Kingdom, and the 
United States.” 

The data highlight the extent to which there are jurisdictional differences in the con- 
tinued popularity of the cheque, with extensive use continuing in the United States, but 
the cheque all but disappearing in Germany. What is even more striking are the dif- 
ferences between the figures in Table 13.1 and the equivalent figures in 1999,'?? which 
reveal a decline in cheque use across all jurisdictions, but most significantly in France 
and the United Kingdom, where payment cards have definitely been in the ascendency. 
Indeed, even though 404 million cheques worth £455 billion were cleared in 2015,8 
the use of cheques declined a further 13 per cent by volume and 9 per cent by value in 
that year compared to the previous year.'”” Paying bills by post, paying tradespeople at 
home, paying for leisure or school activities, gift-giving and charitable-giving are the 
most common reasons nowadays for individuals to write a cheque.'° This decline in 
cheque use has also clearly been accelerated by internet and mobile banking facilitating 
electronic funds transfers (especially, in the United Kingdom, with the advent of the 
‘Faster Payments’ system allowing virtually instantaneous electronic payments for small 
amounts, such as in retail transactions, as well as the recent development of the Paym 
app).'*! Such was the shift in United Kingdom payment transactions that, by 2008, the UK 


Payments Council (as it then was) described cheque use as being ‘in long-term decline’, 


1233 Armstrong DLW GmbH v. Winnington Networks Ltd. [2013] Ch 156, [62]-[94]. 

124 C_264/14 Skatteverket v. Hedqvist [2016] STC 372, [22]-[31]. See also Wilton Park Ltd. v. Commissioners 
for Her Majesty’ Revenue and Customs [2015] UKUT 343 (TCC), [42]-[50]. 

25 The earliest known handwritten cheque in the United Kingdom was dated 16 February 1659: see Cheque 
and Credit Clearing Company, Cheques and Cheque Clearing-The Facts (November 2007), 4. 

126 Committee on Payment and Settlement Systems, Innovations in Retail Payments (Basel, Bank for 
International Settlements, May 2012), Annex I. 

127 These were contained in the previous edition of this work: see R. Cranston, Principles of Banking Law 
(2nd edn., Oxford, Oxford University Press, 2002), 257. 

128 Cheque and Credit Clearing Company Ltd, Annual Review 2015, 18. 

129 Payments UK, Annual Summary of Payment Statistics 2015 (31 December 2015). 

130 Cheque and Credit Clearing Company Ltd, Cheques: Market Research 2016 (June 2016), 7. The most 
common reasons for an individual to receive a cheque are either a refund from a company or a gift: ibid., 18. 
See also Cheque and Credit Clearing Company Ltd, Annual Review 2015, 21. 

131 See further section IV later. 

132 UK Payments Council, National Payments Plan—Setting the Strategic Vision for UK Payments (14 May 


2008), 6. 
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Table 13.1 Comparative use of cashless payment transactions: percentage by volume, 2010 
a MMO 


Cheques Credit/Debit Credit Direct e-money 
cards Transfers Debits 
Germany 0.3 ISS 3319 50.2 0.2 
France 18.4 43.6 17.6 20.1 0.2 
United Kingdom 6.7 522 20.5 195 — 
United States 23 60.8 Hall 10.8 = 


and subsequently ‘in terminal decline.'"’ Indeed, this led the UK Payments Council 
to announce a target date of 31 October 2018 for the closure of the cheque clearing 
system,'* although this decision was subsequently reversed on 12 July 2011 following 
concerns that closing cheque clearing might disproportionately impact on the elderly, 
who might not otherwise have internet access. Such a reprieve should not necessarily 
be seen as a reversal of the cheque’s fortunes, since legal Darwinism still requires a legal 
species to adapt in order to survive. Two such potential adaptions have occurred: first, 
the principles relating to cheques have been used as the basis for analogous principles in 
relation to other payment systems (such as direct debits, although arguably the analogy 
is flawed);'*° and, secondly, the process of collecting cheques is likely to be made more 
efficient by the Small Business, Employment and Enterprise Act 2015, which allows an 
electronic image of a cheque’s two faces to be presented in place of the physical instru- 
ment itself. The ‘Image Clearing System’ (which is due to go live on 30 October 2017 
with selected banks and subsequently be expanded to all banks in the second half of 
2018) will not only permit next-day cheque clearing by allowing banks to exchange 
electronic information about cheques physically paid into accounts, but will also pave 
the way for bank customers to deposit an electronic image of a cheque through a mobile 
phone app, rather than having to do so over the counter.'* There is also currently dis- 
cussion of a ‘new payments architecture’! to consolidate the various payment clearing 
mechanisms for retail payments (namely BACS,'” cheque clearing,'*’ and the ‘Faster 
Payments’ system’*'). Whether these developments are sufficient to save the cheque is 
unlikely, but remains to be seen. 
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UK Payments Council, Progress Report: Delivering the National Payments Plan (June 2010), 1. 

'* UK Payments Council, Progress Report: Delivering the National Payments Plan (June 2010), 1-3. 

0 Esso Petroleum Co. Ltd. v. Milton [1997] 1 WLR 938 (payment by direct debit equivalent to payment by 
cheque, thus precluding set off). 

"© Small Business, Employment and Enterprise Act 2015, s. 13, inserting Bills of Exchange Act 1882, 
Part 4A from 31 July 2016. 

©7 See Cheque and Credit Clearing Company Ltd, Cheque Imagining Explained (19 May 2016), 2-3, 5; 
Cheque and Credit Clearing Company Ltd, Cheque Imagining Explained (22 March 2017), 2-3. 

'* Payments Strategy Forum, A Payments Strategy for the 21st Century: Putting the Needs of Users First 
(November 2016). See also Payment System Operator Delivery Group Report, New Payment System Operator: 
Final Report (4 May 2017). 

1 See further section IV later. 


© Domestic cheque clearing is managed and operated by the Cheque and Credit Clearing Company Ltd, a 
non-profit making industry body established in 1985 and funded by its members: see www.chequeandcredit. 
co.uk, 


141 See further section IV later. 
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A. THE NATURE OF CHEQUES 
(i) The Law of Cheques 


As well as variations in continued cheque use, a further difference between jurisdictions 
concerns the nature of the legal regimes governing cheques. One divide is between 
common law jurisdictions, which (initially at least) based their regimes on the Bills of 
Exchange Act 1882,'* and civil law jurisdictions, which have based their domestic law 
on the Geneva Convention Providing a Uniform Law for Cheques 1931.’ Another 
divide is within civil law jurisdictions themselves, since, even where the Uniform Law 
for Cheques has been adopted, domestic peculiarities continued because of reserva- 
tions to the Convention, or because the Convention was silent on particular issues. In 
relation to the differences between common law and civil law jurisdictions, there are 
several examples. First, in English law, a customer can choose to stop or countermand 
a cheque by giving notice to his or her bank determining the latter's authority to pay, 
whereas in France the cheque payee acquires rights when the cheque is issued, so that 
the cheque cannot be stopped simply because the drawer chooses to do so,™ but only 
on one of the grounds provided by legislation (such as the absence of a valid signa- 
ture). Secondly, under French law, a cheque operates to transfer the drawer’s cover or 
provision for the cheque (in other words, the funds in the drawer’s bank account neces- 
sary to satisfy the cheque) to the cheque payee," giving him or her a direct rights of 
recourse against the drawee bank (although if there are no funds then the drawee bank 
does not generally have to pay).'** In contrast, an English drawee bank is not generally 
liable on the cheque to the payee (since a cheque is not generally capable of acceptance) 
and the Bills of Exchange Act 1882 makes clear that a cheque does not operate as an 
assignment of some or all of the funds in the drawer’s/payer’s account.'” 

A particular feature of the common law approach to cheques is that they are tradition- 
ally viewed as a species of bill of exchange—in English law, a cheque is defined as a bill of 


‘2 Although jurisdictions, such as the United States, have clearly departed significantly from this original 
model: see Uniform Commercial Code, Art. 3. 

3 League of Nations, Convention Providing a Uniform Law for Cheques, Treaty Series, vol. 143, p. 355 
(19 March 1931). See also League of Nations, Convention for the Settlement of Certain Conflict of Laws in 
connection with Bills of Exchange and Promissory Notes, Treaty Series, vol. 143, p. 317 (7 June 1930); League 
of Nations, Convention Providing a Uniform Law for Bills of Exchange and Promissory Notes, Treaty Series, 
vol. 143, p. 257 (7 June 1930); League of Nations, Convention on the Stamp Laws in connection with Bills of 
Exchange and Promissory Notes, Treaty Series, vol. 143, p. 337 (7 June 1930); League of Nations, Convention 
on the Stamp Laws in connection with Cheques, Treaty Series, vol. 143, p. 7 (19 March 1931); League of 
Nations, Convention for the Settlement of Certain Conflict of Laws in connection with Cheques, Treaty Series, 
vol. 143, p. 407 (19 March 1931), 

44 Bills of Exchange Act 1882, s. 75(1). 

45 B, Geva, Bank Collection and Payment Transactions (Oxford, Oxford University Press, 2001), 184. 

146 X y, Banque Francaise de L'Océan Indien [2015] ECC 28, where the Cour de Cassation also held that the 
drawee bank was not required to carry out checks on the reasons given for stopping a cheque as long as the 
reason given was in fact one of those permitted by law. On the issue of whether the drawee bank had to warn 
the payee before refusing to honour a cheque, see Banque Populaire Loire et Lyonnais v. X [2011] ECC 12 (Cour 
de Cassation). 

117 EP. Ellinger, ‘Negotiable Instruments, in U. Drobnig (ed.), International Encyclopedia of Comparative 
Law (Hamburg, 2001), vol. IX, ch. 4, [195]. For the similar position in Scotland, see Bills of Exchange Act 
1882, s. 75(2). 

48 In English law, the drawee bank is not obliged to honour the instrument if there are insufficient funds in 
the account: see Barclays Bank Ltd. v. WJ Simms & Cooke (Southern) Ltd. [1980] 1 QB 682, 699; Sierra Leone 
Telecommunications Co Ltd. v. Barclays Bank plc [1998] CLC 501, 505. 

49 Bills of Exchange Act 1882, s. 53(1). See further Ch. 12, section I.A earlier. 
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exchange, drawn on a banker, payable on demand'"’—but, over time, changes in banking 
practice and the legal framework for cheques has meant that they have increasingly little in 
common with the bill of exchange.'*! Whilst bills of exchange have retained their original 
function as negotiable instruments that are capable of being transferred to third parties, 
cheques are (in practice at least, albeit not necessarily in theory) nowadays hardly ever 
capable of being transferred (let alone negotiated) to third parties. This is because banks 
in the United Kingdom have taken advantage of the change brought about by the Cheques 
Act 1992 to issue cheque-books pre-printed with the words ‘account payee only’ on the 
cheques’ face. Those words have the effect of rendering the cheque non-transferable, so 
that the instrument is only valid between the parties to it and is only payable to the ori- 
ginally stated payee.'” The advantages of this change are twofold: first, it makes the law of 
cheques much more straightforward, since the old learning concerning indorsement and 
negotiation, whilst of continuing relevance to bills of exchange in general, is now largely 
redundant for cheques;!™ and, secondly, it becomes much easier for banks to identify the 
person entitled to the cheque (namely, the original payee), thereby reducing their potential 
liability for paying the funds to the wrong person and shutting down a common means of 
cheque fraud (namely, forging or altering an indorsement on a cheque). 

The conceptual and doctrinal consequences of most modern cheques being account- 
payee instruments is that in general they no longer operate as negotiable instruments and 
accordingly have increasingly little in common with bills of exchange. Instead, the typical 
account-payee cheque in the United Kingdom is better analysed as a written payment 
instruction given by a drawer/customer to his or her bank that is enforceable against the 
former by the designated payee once the cheque has been issued (usually by the drawer/ 
customer delivering the instrument to the payee).'* Accordingly, whilst the formality 
requirements for a valid cheque are still contained in the Bills of Exchange Act 1882, the 
legal consequences of such instruments ought to be satisfactorily governed (as between 
the drawer/customer and their bank) by the bank’s implied duty to obey its customer's 
mandate, together with general agency principles, and (as between the drawer/cus- 
tomer and the payee) by general contractual principles (albeit slightly modified to the 
particular context).'** Nevertheless, regardless of these changes in practice, the legislative 
regime surrounding cheques has been largely static, with the result that the entire Bills 
of Exchange Act 1882 (as in New Zealand'™ and Singapore'™) still formally applies to 
cheques’ and that the core statutory definition of a cheque still requires the instrument 
first to qualify as a bill of exchange. Whilst there has been legislation more recently in 


'50 Bills of Exchange Act 1882, s 73. 

` For further analysis of bills of exchange, see Ch. 17, section ILA. later. 

'? Cheques Act 1992, s. 1, inserting Bills of Exchange Act 1882, s. 81A. 

For a general discussion, see also E. P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law 
(Sth edn., Oxford, Oxford University Press, 2011), chs. 10-11. 

'4 Bills of Exchange Act 1882, s. 21(1). On credit-card cheques, see Financial Services Act 2010, s. 15. 

3 The bank-customer relationship is an agency one as far as the honouring of payment instructions is 
concerned: see Westminster Bank Ltd. v. Hilton (1926) 43 TLR 124, 126; Re Spectrum Plus Ltd. [2005] 2 AC 
680, [59]. 

'% For the terms implied by law into the banker-customer contract, see Joachimson v. Swiss Bank 
Corporation [1921] 3 KB 110, 127. For a general discussion, see E. P. Ellinger, E. Lomnicka, and C. Hare, 
Ellingers Modern Banking Law (Sth edn., Oxford, Oxford University Press, 2011), ch. 5. 

57 Bills of Exchange Act 1908 (NZ), ss. 73-83. 

58 Bills of Exchange Act (Cap. 23), ss. 73-91 (as amended). 

' Consider J. Macleod, “The Plight of the Unbanked Payee’ (1997) 113 LQR 133, 149-57, 165. 

1€ Bills of Exchange Act 1882, s. 73. 
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the United Kingdom dealing just with cheques, this has been rather piecemeal'®! and has 
just built onto the foundational framework provided by the Bills of Exchange Act 1882. It 
is probably time to separate cheques from bills of exchange by developing a separate and 
distinct legislative scheme applicable to cheques alone, as has occurred in Australia with 
the Cheques and Payment Orders Act 1986 (Cth). 


(ii) Cheques as payment instructions 


Even if the cheque is viewed as a payment instruction combined with a non-transfer- 
able undertaking to pay the named payee, there are still a number of formal requirements 
(mainly imposed by the Bills of Exchange Act 1882, but sometimes contained in banking 
practice) that must usually be satisfied for a legally effective cheque. First, a valid cheque 
must be written, although the current developments around electronic cheque clearing 
following the Small Business, Employment and Enterprise Act 2015, might one day lead 
to the ‘electronic cheque.'*? Secondly, a cheque must be an unconditional’ order to a 
bank'* to make payment. Thirdly, a cheque must be payable ‘on demand’ although alter- 
native expressions include ‘on sight’ or ‘on presentation.’ Fourthly, a cheque must be 
payable to bearer or one or more'™ specified person(s) identified ‘with reasonable cer- 
tainty.’ Fifthly, a cheque is not valid at all without the drawer’s/customer’s signature.'* 
If that signature is forged or placed upon the cheque without the drawer’s authority, the 
signature is ‘wholly inoperative,’ such that the forged cheque does not constitute a valid 
mandate entitling the bank to debit its customer’s account.'” A drawer/customer can 
demand its account be re-credited if its bank honours such an instrument. There are the 
limited circumstances, however, where the drawer/customer is ‘precluded from setting 
up the forgery or want of authority,” such as where the drawer has facilitated the fraud 
in the way they have drawn the cheque,'” or has failed to contact the bank despite know- 
ing that its account was being used for a fraudulent purpose and that cheques were being 


16! See generally Cheques Act 1957, ss. 1-5; Banking Act 1979, s. 47; Cheques Act 1992, ss. 1-3; Small 
Business, Employment and Enterprise Act 2015, s. 13. 

‘82 For the purposes of the Interpretation Act 1978, Sch. 1, ‘writing’ includes ‘other modes of representing 
or reproducing words in a visible form, but the Bills of Exchange Act 1882 has not yet been altered pursuant to 
the Electronic Communications Act 2000, s. 8 to allow the creation of cheques electronically. 

16 For an example of a conditional order, see Bills of Exchange Act 1882, s. 3(3). See also E.P. Ellinger, 
E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford University Press, 
2011), 400-2. 

'6 For the common law definition of a ‘bank; consider United Dominions Trust Ltd. v. Kirkwood [1966] 2 
QB 431, 447. 

165 Bills of Exchange Act 1882, s. 10. 

166 Bills of Exchange Act 1882, s. 7(2). It is technically possible to have a bearer cheque, but this would be 
inconsistent with the modern practice of issuing cheques crossed ‘account payee. 

167 Bills of Exchange Act 1882, s. 7(1). If the payee were ‘fictitious or non-existent’ the cheque would have 
traditionally been treated as a bearer instrument (see Bills of Exchange Act 1882, s. 7(3)), but this would be 
inconsistent with the modern banking practice to cross cheques ‘account payee. 

168 Bills of Exchange Act 1882, ss. 3(1), 73. 169 Bills of Exchange Act 1882, s. 24. 

17 A cheque bearing a forged drawer’s signature is ‘a mere sham piece of paper’: see National Westminster 
Bank Ltd. v. Barclays Bank International Ltd. [1975] QB 654, 656-7; First Sport Ltd. v. Barclays Bank plc {1993} 
1 WLR 1229, 1233. 

1 Bills of Exchange Act 1882, s. 24. For an estoppel based upon the customer's explicit representations, see 
Brown v. Westminster Bank Ltd. [1964] 2 Lloyd's Rep 187. 

12 London Joint Stock Bank Ltd. v. Macmillan and Arthur [1918] AC 777, 789. Only negligence related to 
the drawing of the cheque (and not broader, ‘collateral’ negligence related to the manner of its keeping) has this 
effect: see Tai Hing Cotton Mill Ltd. v. Liu Chong Hing Bank Ltd. [1986] AC 80, 106. 
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forged upon it." The drawer/customer may also ratify a signature on a cheque, but only 
when the signature is unauthorized (namely, where an agent, X, signs as X, but without the 
drawer’s authority to do so) and not when the signature is forged (namely, where X signs 
as Y).!” Sixthly, although there is no statutory requirement for a cheque to bear its date of 
issue!” (such an instrument remains a valid cheque even without such a date’), banking 
practice indicates that an undated cheque is not a valid payment instruction such that 
the bank is entitled to ignore it.” The position appears to be different where the cheque 
is post-dated (in that it bears some date later than the date of the cheque’s actual issue),'™ 
which is a course the debtor might adopt when either the debt due to the payee has not 
yet accrued or the drawer/customer does not yet have the funds to ‘cover’ the amount of 
the cheque. No practical difficulties are likely to arise with post-dating cheques if that 
cheque is paid on or after the specified date. The drawee bank is, however, technically 
acting beyond its mandate if it honours the cheque before that date'™ (although there is 
always the possibility that the drawer/customer may not object to early payment in the 
circumstances). Accordingly, if a post-dated cheque is honoured prematurely, the drawee 
bank is not entitled to dishonour subsequently drawn cheques on the basis that there are 
no longer sufficient funds in the account.'*” Furthermore, if the customer countermands 
a post-dated cheque between the date of the cheque’s issue and the date appearing on the 
cheque’s face, the bank should dishonour the instrument,'' although, if the bank mis- 
takenly honours the cheque prematurely, it may have a restitutionary claim against the 
cheque payee (subject of course to any defences, such as a relevant change of position).'*” 
Seventhly, in order for the payment obligation embodied in the cheque to be enforceable 
by the payee, they must provide consideration'** usually in the form of forbearance from 
suing on the underlying debt owed by the drawer (but not a third party),' although con- 
sideration will usually be presumed in this context.'* 


'® Greenwood v. Martins Bank Ltd. [1933] AC 51, 58-9. For this estoppel to operate the drawer/customer 
must have actual knowledge, rather than mere constructive notice, of the frauds or forgeries: see Price Meats 
Ltd. v. Barclays Bank plc [2000] 2 All ER (Comm) 346, 351; Patel v. Standard Chartered Bank [2001] Lloyd’s 
Rep Bank 229, [63]. 

4 Bills of Exchange Act 1882, s. 24. See further E.P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern 
Banking Law (5th edn., Oxford, Oxford University Press, 2011), 499-500. 

5 Aspinall’s Club Ltd. v. Al-Zayat [2007] EWHC 362 (Comm), [10]. 

"6 Aspinall’s Club Ltd. v. Al-Zayat [2007] EWCA Civ 1001, [17]. 

‘7 Griffiths v. Dalton [1940] 2 KB 264, 265. Consider Bills of Exchange Act 1882, s. 12. 

8 Bills of Exchange Act 1882, s. 13(2). See also Hitchcock v. Edwards (1889) 60 LT 636; Royal Bank of 
Scotland v. Tottenham [1894] 2 QB 715, 719; Robinson v. Benkel (1913) 29 TLR 475, 476. See further E.P. 
Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford University Press, 
2011), 408-10. 

Pollock v. Bank of New Zealand [1902] 2 NZLR 174, 180-3. See also Brien v. Dwyer (1978) 141 CLR 378. 
See further C. Craigie, ‘Post-dated Cheques’ (1983) 11 Aust. BLR 107. 

' Keyes v. Royal Bank of Canada [1947] 3 DLR 161. 

181 Morley v. Culverwell (1840) 7 M&W 174, 178; Pollock v. Bank of New Zealand (1902] 2 NZLR 174, 180-3; 
Keyes v. Royal Bank of Canada [1947] 3 DLR 161; cf. Magill v. Bank of North Queensland (1885) 6 QL] 262. 

'8? See generally Lipkin Gorman (a firm) v. Karpnale & Co. Ltd. [1991] 2 AC 548; Dextra Bank e Trust 
Company Ltd. v. Bank of Jamaica [2002] 1 All ER (Comm) 193; Niru Battery Manufacturing Co v. Milestone 
Trading Ltd. [2004] 4 All ER (Comm) 193. 

'88 Abbey National plc v, JSF Finance & Currency Exchange Co Ltd. [2006] EWCA Civ 328, [22]; Lomax 
Leisure Ltd. v. Miller [2008] 1 BCLC 262, [50]; Khalili Familienstiftung v. Dowlatshahi [2013] EWHC 220 
(Comm), [12]-[13]. 

‘Oliver v. Davis [1949] 2 KB 727; MK International Development Co Ltd. v. Housing Bank [1991] 1 Bank 
LR 74; Lomax Leisure Ltd. v. Miller [2008} 1 BCLC 262, [47]-[50]; Confezioni v. Rozenthal [2011] EWHC 4105 
(QB), [19]-[27]. 

"3 Bills of Exchange Act 1882, s. 30. See also Lomax Leisure Ltd. v. Miller [2008] 1 BCLC 262, (22) 
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Although the above requirements suffice to create a valid cheque, another formal aspect 
of the cheque, which is directly relevant to its modern function as a payment instruction, is 
the cheque crossing, which was developed to minimize the risk of cheque fraud. Crossings 
achieve this anti-fraud aim by constraining either how payment of the cheque proceeds is to 
be made (whether through the cheque clearing process or over the bank’s counters) and fo 
whom payment should be made (whether the original payee or some third party transferee or 
indorsee). Crossings are added to the cheque by the drawer, or with his or her authority, when 
the instrument is first drawn,'* although a crossing may in certain circumstances be made 
more restrictive (for example, by adding ‘account payee’ to a general crossing) by the payee or 
collecting bank after the cheque’s issue.'* Beyond those circumstances envisaged by the Bills 
of Exchange Act 1882, it is not permissible to remove, alter, or add to an existing crossing. ® 
As crossings are treated as a ‘material part’ of a cheque,” altering the crossing on a cheque 
avoids the instrument entirely,'”' so that it effectively becomes a ‘worthless piece of paper”? 
and accordingly an invalid payment instruction. 

Traditionally, there have been a number of different types of crossing. First, a ‘general 
crossing’ involves adding two parallel transverse lines across the face of the cheque,” 
which directs the drawer’s/customer’s bank only to pay the proceeds of the cheque to 
another bank. 

Secondly, the (less common) ‘special crossing’ involves inserting the name of a particu- 
lar bank (usually the payee’s bank) between two parallel transverse lines on the cheque’s 
face, ™ which directs the drawee bank to pay the named bank only. In practical terms, 
general and special crossings mean that the cheque should only really be collected and 
paid through the cheque clearing system’ and not ‘cashed’ across the bank’s counters. 
Given continuing concerns over financial exclusion in the United Kingdom!*°—in par- 
ticular, that nearly two million adults in the United Kingdom still do not have a bank 
account into which they can deposit cheques—banks may still be willing to cash gener- 
ally or specially crossed cheques for smaller amounts.'” In strict legal terms, a bank that 
cashes a crossed cheque in breach of that crossing is statutorily ‘liable to the true owner 
of the cheque for any loss he may sustain owing to the cheque having been so paid)” 
In reality, however, banks are unlikely ever to be held liable under this provision, since 
(the bank’s statutory defence aside)'”” a cheque’s payee will be its ‘true owner’ following 


3 J, Holden, The History of Negotiable Instruments in English Law (London, Athlone Press, 1955), 229ff. 
‘7 Bills of Exchange Act 1882, s. 77(1). 188 Bills of Exchange Act 1882, s. 77(2)-(6). 

* Bills of Exchange Act 1882, s. 78. 1 Bills of Exchange Act 1882, s. 78. 

% Bills of Exchange Act 1882, s. 64(1). 

% Smith v. Lloyds TSB Group plc [2001] QB 541, 556-8. See also National Westminster Bank Ltd. v. Barclays 
Bank International Ltd. [1975] QB 654, 656-7. 

193 Bills of Exchange Act 1882, s. 76(1). 1% Bills of Exchange Act 1882, s. 76(2). 

195 See further Ch. 12, section I.A earlier. 

1% See generally Joseph Rowntree Foundation, Financial Inclusion in the UK: Review of Policy and Practice 
(July 2008); Financial Inclusion Commission, Financial Inclusion: Improving the Financial Health of the Nation 
(March 2015). Financial exclusion will be combatted to a significant degree by a landmark agreement between 
the UK Government and the banking industry whereby fee-free basic bank accounts were offered to those 
without a prior banking relationship: see HM Treasury, New Basic Fee-Free Bank Accounts to Help Millions 
Manage their Money (15 December 2014); HM Treasury, Fee-Free Bank Accounts Launched (27 December 
2015): see www.gov.uk. 

197 One further option might be for the payee to request that the drawer/customer ‘open’ the crossing, so 
that the cheque can be transferred by indorsement to a third party. 

18 Bills of Exchange Act 1882, s. 79(2). See also Law Society of Northern Ireland v. The Governor & Company 
of the Bank of Ireland [2013] NIQB 130, [73]-[74], [80]. 

1 Bills of Exchange Act 1882, s. 79(2). 
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its issue,” so that, unless the payee is acting opportunistically, litigation is unlikely and 
the payee’s consent to the bank’s action ought to preclude claim in any event. Furthermore, 
even though the drawer/customer will technically have a contractual claim against his 
own bank for breaching the terms of its mandate,”” the drawer’s losses are likely to be 
merely nominal. In any event, as banks are only ever likely to cash low-value cheques, any 
losses suffered by either the drawer or payee are unlikely to be large. 

Thirdly, the drawer/customer may add the words ‘not negotiable’ to a general crossing. 
This does not affect the cheque’s transferability, so that the payee can still pass the instru- 
ment to a third party. Such a crossing does, however, negate the cheque’s negotiability, 
which means that the payee is no longer ‘capable of giving a better title to the cheque 
than that which [he himself has].””’ Accordingly, a cheque with a ‘non-negotiable’ crossing 
loses the key advantage associated with negotiable instruments, namely that a person with 
a defective title to the instrument can pass a superior title to a ‘holder in due course.” 
Given the changes introduced by the Cheques Act 1992 considered earlier and later, this is 
unlikely to have a significant impact in practice. 

Finally, and most significantly, the drawer may add the words ‘account payee’ or ‘a/c 
payee’ (with or without the word ‘only’) to a general crossing, which precludes not only 
the instrument's negotiability, but also its transferability, so that the cheque is only valid 
between the drawer/customer and the payee. Accordingly, any transferee of the cheque 
has no claim whatsoever under it. Since the Cheques Act 1992, chequebooks in the United 
Kingdom are issued to customers containing cheques pre-printed with the ‘account payee’ 
crossing. The policy decision favouring non-transferable cheques was taken to reduce the 
risk of cheque fraud,’ but (like the other crossings considered earlier) it can create dif- 
ficulties for the financially excluded who may not be able to bank the cheque and access 
its proceeds.” 

Assuming that the requirements for a valid cheque have been satisfied and that the 
instrument has not been materially altered so as to avoid it, there are a number of situ- 
ations in which the payment instruction initially contained in the instrument becomes 
ineffective. First, and most obviously, a drawer/customer may countermand (or revoke) 
the cheque and accordingly his instruction to pay.** Until recently, the drawer’s/custom- 
er's freedom to countermand a cheque in the United Kingdom*” was restricted if a ‘cheque 


200 Surrey Asset Finance Ltd. v. National Westminster Bank plc [2000] TLR 852; Dextra Bank & Trust Co 
Ltd. v. Bank of Jamaica [2002] 1 All ER (Comm) 193, [23]-[25]; Abbey National plc v. JSF Finance & Currency 
Exchange Co Ltd. [2006] EWCA Civ 328, [15]-[21]. 

%1 Bills of Exchange Act 1882, s. 79(2). %2 Bills of Exchange Act 1882, s. 81. 

Bills of Exchange Act 1882, ss. 29(1)-(2), 38(2). 

Bills of Exchange Act 1882, s. 81A, inserted by Cheques Act 1992, ss. 1, 4(2). 

Banking Services: Law and Practice, Cm. 1026 (London, HMSO, 1990), 22-3. See also R. Hooley, 
‘Prevention of Fraud by Non Transferable Cheques’ (1992) 51 CL 432. There are many decisions where fraud 
has occurred because cheques were fraudulently indorsed: see generally F. Kessler, ‘Forged Indorsements’ 
(1938) 47 Yale LJ 863; W. Vis, ‘Forged Indorsements’ (1979) 27 Am. J Comp. L 547. 

26 J, Macleod, “The Plight of the Unbanked Payee’ (1997) 113 LQR 133, 157-165. 

27 Bills of Exchange Act 1882, s. 64. 

E Bills of Exchange Act 1882, s. 75(1). Whilst such countermand affects the position between the drawer/ 
customer and the drawee bank, it remains theoretically possible for the former to be sued by a holder in due 
course, despite countermand of a cheque, although there cannot be a holder in due course if the cheque is 
crossed ‘account payee. 

"> A similar inability to countermand a cheque will arise if it is ‘certified’ (at least in those jurisdictions per- 
mitting such certification): see Uniform Commercial Code, s. 3-409(d). See further J. Reynolds, ‘Countermand 
of Cheques’ (1981) 15 UBCLR 341, 344. Certification in the North American sense is not recognized in the 
United Kingdom: see Bank of Baroda Ltd. v. Punjab National Bank Ltd. [1944] AC 176, 188. 
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guarantee card’ was presented to a retailer with a cheque used to pay for goods and ser- 
vices,” but the cheque guarantee card scheme was closed on 30 June 2011.2"! As this will 
make cheques a less secure form of payment for retailers than previously, the closure of 
the cheque guarantee card scheme will only accelerate the decline of the cheque, as dis- 
cussed previously." This uncertainty associated with cheques as a means of payment is 
not helped by the fact that, whilst the Bills of Exchange Act 1882 recognizes that the bank’s 
duty and authority to honour a cheque is terminated by its customer’s countermand,2"? the 
legislation is silent about the requirements for, or consequences of, an effective counter- 
mand. Whilst an effective countermand does not have to take any particular form (so that 
an oral instruction ought in principle to be perfectly effective), banks may well stipulate 
in the account contract that any countermand must be evidenced in writing to ensure 
that the instruction does in fact emanate from its customer. Furthermore, the common 
law requires that the drawer/customer clearly and unequivocally”! bring his change of 
instruction to the attention of a bank employee with authority to action the countermand 
instruction,~'* at the branch where the relevant account is held." Nothing short of actual 
knowledge of the new instruction on the part of the drawee bank suffices (there being 
no such thing as a ‘constructive countermand’), so that a cheque will not be treated as 
countermanded just because the bank could have discovered the changed instructions if 
it had taken further steps, made additional enquiries, or taken reasonable care.?'* There 
may come a point, however, where a drawer/customer simply acts too late to countermand 
their cheque, although the Bills of Exchange Act 1882 is once again not forthcoming as 
to when precisely this point in time might be. A sensible position would be that the bank 
must comply with the drawer’s/customer’ss countermand notice, if there is sufficient time 
that the bank can reasonably practicably refuse payment to the payee: if the cheque is paid 
into the same branch as where the cheque’ drawer and payee hold their accounts, then 
the cheque can be countermanded at any time before the bank takes the ordinary steps 
involved in honouring a cheque (such as verifying the drawer’s signature and checking 
the sufficiency of funds);*!” whereas, in the more usual case where the cheque has to be 
collected through the clearing system, the point at which countermand becomes impos- 
sible will be determined by the clearing system’ rules, although the adoption of the ‘2-4-6’ 


210 See E.P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford 
University Press, 2011), 658. For a legal analysis of the effect of ‘cheque guarantee cards, see Metropolitan Police 
Commissioner v. Charles [1977] AC 177, 182; First Sport Ltd. v. Barclays Bank plc [1993] 1 WLR 1229, 1233, 
1237-8. 

211 UK Payments Administration, The Cheque Guarantee Card Scheme Announces Closure Date of 30 June 
2011 (25 September 2009). 

212 See further Table 13.1 earlier. 23 Bills of Exchange Act 1882, s. 75(1). 

214 Consider Morrell v. Workers Savings & Loan Bank [2007] UKPC 3, [10]; Hill Street Services Co Ltd. 
v. National Westminster Bank plc [2007] EWHC 2379 (Ch), [14]-[17]. 

25 If a drawer’s/customer's instructions are ambiguous, the bank is entitled to act upon its honest and rea- 
sonable understanding as to the meaning of those instructions (see Westminster Bank Ltd. v. Hilton (1926) 
43 TLR 124), although a bank is required to clarify its instructions if the ambiguity is patent (see Patel v. 
Standard Chartered Bank [2001] Lloyd’s Rep (Bank) 229, [35]-[36]; Cooper v. National Westminster Bank ple 
[2009] EWHC 3035, [61]-[63]). See also S. Magnet, ‘Inaccurate or Ambiguous Countermand and Payment 
over Countermand’ (1979) 4 Can. BL] 297. 

216 Commonwealth Trading Bank v. Reno Auto Sales Pty Ltd. [1967] VR 790; Giordano v. Royal Bank of 
Canada [1973] 3 OR 771, 775. 

27 London Provincial and South Western Bank v. Buszard (1918) 35 TLR 142; Burnett v. Westminster Bank 
Ltd. [1966] 1 QB 742. 

218 Curtice v. London City and Midland Bank [1908] 2 KB 293, 298-302. 

219 Capital Associates Ltd. v. Royal Bank of Canada (1970) 15 DLR (3d) 234. See further Ch. 12, section II 
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commitments for cheque clearing’ by the United Kingdom's retail banks might suggest 
that a drawer/customer has as late as the sixth working day following the cheque’s deposit 
to countermand the instrument.” The time allowed for countermand will be significantly 
shorter when either cheque truncation is introduced,” or the cheque is specially presented 
for collection, which is an accelerated process involving sending the physical cheque dir- 
ectly to the branch upon which it is drawn, rather than through the clearing system. If the 
drawee bank overlooks its customer's countermand and mistakenly honours the cheque, 
it cannot in principle (cases of legal compulsion, unjust enrichment, or unconscionability 
aside)? recover the amount paid from its customer, as the bank will have acted beyond 
the scope of its mandate and authority, but will have a prima facie unjust enrichment claim 
against the cheque payee for the amount paid, subject to any relevant defences (such as 
change of position). 

Secondly, unlike the general position applicable to agent-principal relations,” a bank’s 
duty to honour its customer's cheques only terminates upon receiving notice of the cus- 
tomer’s death, although it remains unclear whether the bank's authority to pay termin- 
ates automatically upon its customer's insanity” or only upon receiving notice of that 
fact. 

Thirdly, like death and insanity, the bank’s duty to honour a customer's cheque termin- 
ates upon the bank receiving notice of a bankruptcy or winding-up petition having been 
presented against the customer,” but not automatically upon the presentation of such a 
petition?” This has created legal risks in the past for banks that have continued to hon- 
our and collect a corporate customer’s cheques in the period between the presentation of 
a winding-up petition and the making of any subsequent order, since any ‘dispositions’ 
made by the corporate customer during that period are void and subject to recovery by 
the customer’s liquidator.” After a period of some uncertainty, it is now clear that there 
will only be a ‘disposition’ in favour of the cheque payee, but not in favour of the drawee 


22 According to the ‘2-4-6 commitments, cheque payees are assured that the cheque proceeds will be 
credited to their account for interest-earning purposes by the end of the second working day following deposit, 
that the funds can be withdrawn from the account by the end of the fourth working day, and that the cheque 
will not be dishonoured by the end of the sixth working day: see Cheque and Credit Clearing Company Ltd, 
Cheques and Cheque Clearing—The Facts (November 2007), 7. 

= Consider Hare v. Henty (1861) 10 CBNS 65, 142 ER 374, 379. The time for presentation of a cheque is not 
affected by the use of cheque truncation: see Bills of Exchange Act 1882, s. 89A(5), inserted by Small Business, 
Enterprise and Employment Act 2015, s. 13(2). 

™ See Cheque and Credit Clearing Company Ltd, Cheque Imagining Explained (19 May 2016), 3. 

73 Crantrave Ltd. v. Lloyds Bank plc [2000} QB 917, 924-5, limiting B Liggett (Liverpool) Ltd. v. Barclays 
Bank Ltd. [1928] 1 KB 48, 59-64. See also Re Cleadon Trust Ltd. [1939] Ch 286, 315, 321-8; Swotbooks.com 
Ltd. v. Royal Bank of Scotland pic. [2011] EWHC 2025 (QB), [51]-[54]; Ibrahim v. Barclays Bank plc. [2013] 
Ch 400, [32]- [67]. 

24 Barclays Bank Ltd. v. WJ Simms Son & Cooke (Southern) Ltd. [1980] QB 677, 695, 699-703; Lloyds Bank 
plc v. Independent Insurance Co Ltd. [2000] QB 110, 115-33; Standard Bank London Ltd. v. Canara Bank (unre- 
ported, 22 May 2002, Moore-Bick J), [98]-[99]. 

25 Campanari v. Woodburn (1854) 15 CB 400. 

” Bills of Exchange Act 1882, s. 75(2). See also Rogerson v. Ladbroke (1822) 1 Bing 94. 

*” For the general position, see Young v. Toynbee [1910] 1 KB 215; cf. Drew v. Nunn (1879) 4 QBD 661. 

8 E.P, Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (Sth edn., Oxford, Oxford 
University Press, 2011), 480-1. 

” Pettit v. Novakovic [2007] BPIR 1643, [7]. In a voluntary liquidation, the bank’s mandate terminates 
upon notice of the members’ resolution: see National Westminster Bank Ltd. v. Halesowen Presswork Assemblies 
Ltd. [1972] AC 785. 

= Hollicourt (Contracts) Ltd. v. Bank of Ireland [2001] Ch 555, [33]. 

aI Insolvency Act 1986, s. 127. 
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bank (which the bank would accordingly have to return to the liquidator) if it honours a 
cheque on an overdrawn account or an account in credit.” Similarly, a collecting bank 
does not need to return to its customer's liquidator the face value of any cheques paid into 
an account in credit," since this does not amount to a ‘disposition, although the same can- 
not be said when a cheque is paid into an overdrawn account. In this last situation, the 
collecting bank can seek to reduce its liability to its customer’s liquidator by either invok- 
ing the change of position defence”® or seeking a validation order.” 

Fourthly, a drawee bank is only bound to honour the drawer’s/customer’s payment 
instruction represented by the cheque if the account has sufficient funds at the time of 
the cheque’s presentment (whether due to a credit balance or agreed overdraft facility) to 
cover the full face value of the cheque, ™ but has the option (although not the obligation, 
unless already contractually bound to do so) to grant accommodation by way of overdraft 
to its customer. `™ It follows (and may be expressly stipulated in the account contract)?” 
that, even if the customer has made a payment into the account or deposited a cheque suf- 
ficient to cover the cheque drawn on the account, the bank remains entitled to dishonour 
the latter cheque, unless the payment into the account has actually crystallized into cleared 
funds" or the paying bank has agreed to its customer drawing against uncleared funds. 

Fifthly, and related to the last point, a drawee bank may be relieved of its duty to honour 
the drawer’s/customer’s cheque if the funds in the relevant account are attached or frozen 
by court order, as occurs with a third party debt order™ or a freezing injunction,” with 
the result that there are no longer sufficient ‘free’ funds to cover the cheque. 

Sixthly, as bills of exchange payable on demand must be presented ‘withina reasonabletime 
after its issue’ in order to make the drawer liable on the instrument,” a banking custom‘ 
has developed whereby a paying bank will usually decline to honour a ‘stale’ cheque, namely 
a cheque that has not been presented for payment within six months of its issue date.” This 
is a sensible practice given that, whilst the drawer/customer will be statutorily discharged 


2 Coutts & Co v. Stock [2000] 1 WLR 906, [6]-[9]; Hollicourt (Contracts) Ltd. v. Bank of Ireland [2001] Ch 
555, [23], [31]-[33]; Re A Company [2012] EWHC 4336 (Ch), [37]. 

33 Re Barn Crown Ltd. [1995] 1 WLR 147, 156-7; Re Tain Construction Ltd. [2003] BPIR 1188, [11]. 

24 Re Grays Inn Construction Ltd. [1980] 1 WLR 711, 715-16; Re Tain Construction Ltd. [2003] BPIR 
1188, [11]. 

235 Re Tain Construction Ltd. [2003] BPIR 1188, [41]. 

236 Re TW Construction Ltd. [1954] 1 WLR 540, 542-6. 

237 Re Spectrum Plus Ltd [2005] 2 AC 680, [59]. 

28 Cunliffe Brooks & Co v. Blackburn and District Benefit Building Society (1884) 9 App Cas 857, 864; 
Barclays Bank Ltd. v. WJ Simms & Cooke (Southern) Ltd. [1980] 1 QB 682, 699; Office of Fair Trading v. Abbey 
National plc [2008] EWHC 875 (Comm), [45], [55]. 

29 Westminster Bank Ltd. v. Zang [1966] AC 182. 

240 See AL Underwood v. Bank of Liverpool [1924] 1 KB 775. See also A. Campbell and N. Kibble, 
‘Dishonoured Cheques: A Comparative Analysis’ [2001] JBL 77. 

241 Civil Procedure Rules 1998, Part 72. See also E.P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern 
Banking Law (5th edn., Oxford, Oxford University Press, 2011), 459-70. 

22 Senior Courts Act 1981, s. 37. See also Mareva Compania Naviera SA v. International Bulk Carriers SA 
(‘The Mareva’) [1975] 2 Lloyd’s Rep 509; Mercedes-Benz AG v. Leiduck [1996] AC 284; Fourie v. Le Roux [2007] 
1 All ER 1087. See further E.P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn, 
Oxford, Oxford University Press, 2011), 470-7. 

243 Bills of Exchange Act 1882, s. 45(2). See also Bills of Exchange Act 1882, s. 36(3). 

244 Ullrich v. Commissioner of Inland Revenue [1964] NZLR 386, 388-9. 

2⁄5 Kashi v. Eshragi (Unreported, EWCA, 17 July 2000). See also Edmonton Motors Ltd. v. Edmonton Savings 
e» Credit Union Ltd. (1988) 85 AR 29, [81]-[82]; Commissioner of Inland Revenue v. Thomas Cook (NZ) Ltd. 
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of its obligation under the cheque to the extent that he ‘suffers actual damage through the 
delay’ in presentment,” the drawee bank is otherwise not so discharged. 

Finally, pursuant to banks’ statutory obligations under the Terrorism Act 2000% and 
the Proceeds of Crime Act 2002 to make authorized disclosures in relation to suspected 
money-laundering or terrorist financing, a bank may freeze the drawer’s/customer’s 
account until the relevant authority gives the ‘appropriate consent’ to the account's release 
or the relevant statutory time-limits have expired.” In such circumstances, the drawee 
bank's duty to obey its customer’s cheques is suspended.” 


B. COLLECTION OF CHEQUES 


As a cheque involves a debit transfer, payment is initiated by the payee depositing the 
cheque with his own bank (‘the collecting bank’), which will in turn present the instru- 
ment for payment to the drawer’s/payer’s bank (‘the paying bank’). This process is known 
as collecting the cheque. Despite the decreasing popularity of cheques, their volume 
remains significant, so that cheques are generally collected in bulk, either through the 
collecting bank’s clearing office (if the cheque is drawn on and paid into branches of the 
same bank), or through a central clearing house if the paying and collecting banks are dif- 
ferent." Until recently, cheques had to be cleared manually, as the instrument itself had 
to be physically presented at the branch of the drawee bank upon which it was drawn as a 
statutory precondition of payment’” (although, since 1996, it has been possible for banks 
to publicize additional places at which its cheques might be presented for payment).** 
The disadvantages of such a paper-based collection system in terms of time and expense 
are obvious, especially given the advent of new forms of technology and communication. 
Accordingly, to increase the speed and reduce the costs of cheque collection, the United 
Kingdom has sought to develop a system of ‘cheque truncation, whereby each cheque is 
no longer sent physically from the collecting to the paying bank, but rather the cheque's 
details’™ or an image of the instrument's face are sent to the paying bank electronically.*° 
According to the changes introduced by the Small Business, Enterprise and Employment 


24 Bills of Exchange Act 1882, s. 74(1). For the excuses for delayed presentment, see Fiorentino Comm 
Giuseppe Srl v. Farnesi [2005] 2 All ER 737. 

%7 Terrorism Act 2000, ss. 21A-H. 4 Proceeds of Crime Act 2002, ss. 327-39. 

* Proceeds of Crime Act, s. 335, See Squirrel Ltd. v. National Westminster Bank plc [2005] 2 All ER 784, 
[18]-[21]. 

230 Kv, National Westminster Bank plc [2006] 2 All ER (Comm) 655, [10]-[12]; Shah v. HSBC Private Bank 
(UK) Ltd. [2010] EWCA Civ 31, [20]-[33]. 

31 Neither the collecting bank’s clearing office nor a centralized clearing house need be involved if the 
drawer and payee have accounts at the same branch. 

*? Bills of Exchange Act 1882, ss. 45, 52(4). See also Royal Bank of Ireland Ltd. v. O'Rourke [1962] IR 159, 
followed in Barclays Bank ple v. Bank of England [1985] 1 All ER 385, 387-94. See further Ch. 12, section HIC 
earlier. 

* Bills of Exchange Act 1882, s. 74A, inserted by the Deregulation (Bills of Exchange) Order 1996, 1996 
SI No 2993), reg. 3. In some jurisdictions, presentment at a clearing house is permitted: see League of Nations, 
Convention Providing a Uniform Law for Cheques, Treaty Series, vol. 143, p. 355 (19 March 1931), Art. 21; 
Annex II, Art. 15. 

254 See generally J. Vroegop, “The Legal Implications of Cheque Truncation’ [1990] LMCLQ 244; B. Geva, 
‘Off-premises Presentment and Cheque Truncation under the Bills of Exchange Act’ [1989] BFLR 295. 

* Under the Bills of Exchange Act 1882, s. 74B, a cheque could be presented by notifying the paying bank 
of ‘its essential features by electronic means or otherwise, instead of by presenting the cheque itself. which 
meant the cheque’s serial number and amount and the drawer’s account number and sort code. This provision 
has been repealed by the Small Business, Enterprise and Employment Act 2015, s. 13(4). 

2 See Small Business, Enterprise and Employment Act 2015, s. 13, inserting Bills of Exchange Act 1882, 
Part 4A. 
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Act 2015, which are effective from 31 July 2016, physical presentation of the cheque?” 
may be replaced by providing an electronic image of both faces of the cheque, as long as 
the paying bank accepts such electronic presentation™ and the collecting bank’s account 
terms do not prevent customers from depositing the physical cheque into their account.” 
Like physical presentation, cheque truncation is subject to the requirements of the Bills of 
Exchange Act 1882 to the extent that it is compatible with electronic presentation””’ and 
there is now power to make delegated legislation relating to the production of copies of 
electronically presented cheques**' and the payment of compensation by collecting banks 
to ‘any person for any loss ... which that person incurs in connection with electronic pres- 
entation. It is anticipated that cheque truncation would allow cleared funds to be avail- 
able at the latest to a cheque payee by midnight of the working day following deposit. 


(i) The paying bank 


As discussed previously, a bank honouring or paying a cheque drawn by its cus- 
tomer must comply strictly with its customer’s mandate and, if the bank does so, it is 
entitled to debit its customer's account with the face value of the cheque. If the pay- 
ing bank never had authority to pay (because the drawer’s signature was forged or 
unauthorized), or if the bank’s authority in that regard has subsequently been termi- 
nated (through the cheque’s material alteration’ or countermand*** or the customer's 
death” or incapacity), then the bank must refuse to honour the cheque, otherwise it 
will not be entitled to reimbursement by debiting its customer's account. Other situ- 
ations, where the paving bank similarly has no right to reimbursement because its 
authority to honour its customer's cheque has been terminated by statute, court order, 
or banking custom, were considered above.’ Even if the bank is acting within the 
scope of its mandate, that does not mean that it can never be liable to its customer— 
a paying bank owes a drawer/customer a duty to exercise reasonable care in carry- 
ing out its payment instructions,” such as ensuring that a properly drawn cheque is 
not in fact being used to perpetrate a fraud on its customer.”” Whilst banks should 
be more alert to the risk of fraud when honouring cheques drawn on corporate,” 


257 Bills of Exchange Act 1882, s. 89B(1)(a), inserted by Small Business, Enterprise and Employment Act 
2015, s. 13(2). 

258 Bills of Exchange Act 1882, s. 89A(1), inserted by Small Business, Enterprise and Employment Act 2015, 
sm2); 

259 Bills of Exchange Act 1882, s. 89C, inserted by Small Business, Enterprise and Employment Act 2015, 
s. 13(2). 

260 Bills of Exchange Act 1882, s. 89A(4), (7), inserted by Small Business, Enterprise and Employment Act 
2015, s. 13(2). 

2s! Bills of Exchange Act 1882, s. 89D, inserted by Small Business, Enterprise and Employment Act 2015, 
G, WE) 

%2 Bills of Exchange Act 1882, s. 89E, inserted by Small Business, Enterprise and Employment Act 2015, 
. 13(2). 

%3 Cheque and Credit Clearing Company Ltd, Cheque Imagining Explained (19 May 2016), 3. 

264 Bills of Exchange Act 1882, s. 24. 265 Bills of Exchange Act 1882, s. 64(1). 

266 Bills of Exchange Act 1882, s. 75(1). 27 Bills of Exchange Act 1882, s. 75(2). 

268 See further section T.A earlier. 

2 Such a duty may arise by virtue of an implied term in the bank-customer contract (see Supply of Goods 
and Services Act 1982, s. 13, as amended by the Consumer Rights Act 2015) or a common law duty in the tort 
of negligence (see Barclays Bank plc v. Quincecare [1992] 4 All ER 363, 376). 

27 A paying bank may also owe limited duties in relation to the steps that must be taken to comply with 
the Terrorism Act 2000 and the Proceeds of Crime Act 2002: see Shah v. HSBC Private Bank (UK) Ltd. [2010] 
EWCA Civ 31, [35]-[39]. 

271 See, e.g., Barclays Bank plc v. Quincecare [1992] 4 All ER 363. 
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partnership,”” or joint accounts,” there are three reasons why the courts have never- 
theless been reluctant to find paying banks in breach of their duty of care, even when it 
transpires that a cheque was actually part of a fraud on that bank’s customer: banking 
activity must be conducted on the ‘prima facie assumption that men are honest’;** the 
number of cheques presented for collection each day makes it difficult for a particular 
branch to scrutinize them in sufficiently minute detail to detect fraud;’” and any duty 
of care might need to be tempered by conflicting duties (such as a duty of confidenti- 
ality) to other customers.” In essence, unless there is clear evidence of a fraud being 
perpetrated on its customer?” or something unusual or suspicious about the payment 
instruction,” then a paying bank can safely act upon the mandate in its customer's 
cheque without fear of liability. 

A more obvious form of liability arises, however, when the paying bank wrongfully 
dishonours the drawer’s/customer’s cheque by refusing to pay its face value to the cheque 
payee, despite there being sufficient funds in the drawer’s account at the time of the 
cheque’s presentment (whether as a result of a credit balance or agreed overdraft facil- 
ity). Such wrongful dishonour constitutes a breach of the account-based bank-customer 
contract. Whilst a customer can obviously recover for economic losses within the parties’ 
reasonable contemplation, controversy has surrounded whether general damages might 
be awarded for damage to the customer's credit and reputation. At one time, only trades- 
persons could recover ‘without allegation of special damage, reasonable compensation for 
the injury done to his credit’ on the ground that the bank's refusal to meet its customer's 
cheque was ‘so obviously injurious to {the trader's] credit’;>” whereas a non-trader could 
only recover substantial damages for proven loss caused by the wrongful dishonour.*” This 
distinction has sensibly been abandoned in recognition of the damage that a dishonoured 
cheque might inflict on an individual’s credit rating (especially given the now ubiquitous 
credit reference agencies), so that ‘a presumption of some damage arises in every case\"" 
although there may be some disquiet over the size of awards in this regard.“ That said, the 
type of customer may be relevant to the quantum of general damages, together with such 
matters as the nature of the underlying transaction, the number of cheques involved, the 
size of those cheques, the number of different payees and the nature of the bank’s conduct 
towards the customer in dishonouring the cheques.” 

In addition to liability for breach of contract, a paying bank may be liable in the tort 
of libel for wrongfully dishonouring a cheque, since, as a matter of banking practice, 
the paying bank will usually mark on the cheque’s face words (most commonly in the 
United Kingdom, ‘refer to drawer’) indicating the fact and/or reasons for dishonour before 


72 See, e.g., Lipkin Gorman (a firm) v. Karpnale & Co. Ltd. [1989] 1 WLR 1340, rev'd on another point: 
[1991] 2 AC 548. 

* Royal Bank of Scotland plc v. Fielding [2004] EWCA Civ 64, [107]-[108]. 

74 Selangor United Rubber Estates Ltd. v. Cradock (No. 3) [1968] 1 WLR 1555, 1608; Barclays Bank plc 
v. Quincecare |1992] 4 All ER 363, 376-7. 

275 Lipkin Gorman v. Karpnale & Co Ltd. [1989] 1 WLR 1340. 276 Ibid, 27 Thid. 

7 Verjee v. CIBC Bank & Trust Company (Channel Islands) Ltd. [2001] Lloyd’s Rep Bank 279. 

Rolin v. Steward (1854) 14 CB 595, 607; Wilson v. United Counties Bank Ltd. [1920] AC 102, 112. 

Evans v. London & Provincial Bank, The Times, 1 March 1917; Gibbons v. Westminster Bank Ltd. [1939] 
2 KB 882; Rae v. Yorkshire Bank plc, The Times, 8 October 1987. 

#1 Kpohraror v. Woolwich Building Society [1996] 4 All ER 119, 124. See also Abbey Forwarding Ltd. v. Hone 
(No. 3) [2015] Ch 309, [106]~[125]. For recovery of contract damages for loss of reputation or ‘stigma damages, 
consider Malik v. BCCI SA [1998] AC 20. 

*” For example, in Kpohraror v. Woolwich Building Society [1996] 4 All ER 119, the Court of Appeal 
awarded £5,550 as damages for the wrongful dishonour of a single cheque drawn for £4,550. 

283 Nicholson v. Knox Ukiwa [2007] EWHC 2430 (QB), (83]-[118]. 
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returning the instrument to the payee. The better view is that, at common law, the words 
‘refer to drawer’ (or ‘present again’ or ‘frozen account ™') were capable of being defama- 
tory in that, by indicating that the drawer is without funds, they are capable of lowering 
the drawer’s standing or reputation in the eyes of right-thinking members of society.” 
Despite the elevated requirement in the Defamation Act 2013 that a statement is only 
defamatory if it causes or is likely to cause ‘serious harm to the [drawer’s] reputation,” 
marking ‘refer to drawer’ upon a dishonoured cheque would arguably satisfy this require- 
ment given its potential impact on the drawer’s credit rating. A more controversial issue 
concerns what defences might be available to the paying bank in response to its customer’s 
libel claim, in particular whether the bank might invoke qualified privilege. Whilst the 
weight of authority in England*’ and Ireland?” is only just in favour of the qualified priv- 
ilege defence not being available to the paying back at common law, a bare majority of 
the High Court of Australia recently lent support to this view in Atkas v. Westpac Banking 
Corporation Ltd.,~' although the majority view in that case has been subjected to criti- 
cism,™ and the minority view should arguably have prevailed. Nor should the availability 
of the qualified privilege defence be affected by the fact that the paying bank was mistaken 
in honouring the relevant cheque™ or by the passing of the Defamation Act 2013.2" 

As well as being liable to its customer, a paying bank may also incur liability to cer- 
tain other parties for the manner in which it honours and pays its customers’ cheques. 
First, whilst a cheque payee’s primary recourse when a cheque is dishonoured will be 
against the instrument's drawer™ (since a cheque does not involve acceptance by the 
drawee bank),™ nevertheless the paying bank may also sometimes incur liability to the 
payee. Certainly, where a bank pays a cheque in breach of a general or special crossing 
on the instrument, it has a statutory liability to the payee (as the cheque's ‘true owner’) 
for any loss sustained as a result of breaching the crossing, although where the paying 


284 Baker v. Australia and New Zealand Bank Ltd. [1958] NZLR 907. 

285 Bumiputra-Commerce Bank Bhd v. Top-A Plastic Sdn Bhd [2008] 5 MLJ 34, [22]. 

2% Hill v. National Bank of New Zealand Ltd. [1985] 1 NZLR 736, 749. 

27 See generally Szek v. Lloyds Bank (Unreported, Grantham J, 15 January 1908); Allen v. London County and 
Westminster Bank (1915) 84 LJKB 1286; Jayson v. Midland Bank Ltd. [1968] 1 Lloyd's Rep 409; Bradford Savings 
e& Loan Ltd. v. Barclays Bank plc (Unreported, 30 March 1994, H Kershaw QC); cf. Flach v. London and South 
Western Bank Ltd. (1915) 31 TLR 334, 336; Plunkett v. Barclays Bank [1936] 2 KB 107, 120. Commonwealth 
authority supports ‘refer to drawer’ being defamatory: see Hill v. National Bank of New Zealand Ltd. [1985] 
1 NZLR 736, 748-9; Bumiputra~-Commerce Bank Bhd v. Top-A Plastic Sdn Bhd [2008] 5 MLJ 34, [22]; Atkas 
v. Westpac Banking Corporation Ltd. [2010] HCA 25, [7}-(9]. 

288 Defamation Act 2013, s. 1(1). 

289 Whilst Hilbery J, in Davidson v. Barclays Bank Ltd. [1940] 1 All ER 316, rejected the availability of the 
defence, Simon Brown LJ in Lloyds Bank plc v. Rogers [1997] TLR 154 stated that Davidson had “been doubted 
and never yet tested. 

29 Pyke v. Hibernian Bank Ltd. [1950] IR 195. 

21 Atkas v. Westpac Banking Corporation Ltd. [2010] HCA 25, (35]-{42]. 

22 See R. Tobin and C. Hare, ‘Dishonoured Cheques and Qualified Privilege’ [2012] LMCLQ 1. 

23 Atkas v. Westpac Banking Corporation Ltd. [2010] HCA 25, [61]-[66], doubting Davidson v. Barclays 
Bank Ltd. [1940] 1 All ER 316 on this point. See further R. Tobin and C. Hare, ‘Dishonoured Cheques and 
Qualified Privilege’ [2012] LMCLQ 1, 8-9. 

26 Consider, e.g., Umeyor v. Ibe [2016] EWHC 862 (QB), [83]-[85}. 

25 Bills of Exchange Act 1882, ss. 47(2), 55(1). Liquidated damages for dishonour include the face value of 
the cheque and interest: see Bills of Exchange Act 1882, s. 57(1). See also The Erin Schulte [2015] 3 WLR 261, 
[40]. Interest may not be recoverable where a foreign law applies: see Karafarin Bank v. Dara [2009] EWHC 
3265, [25]-[27]. 

2% Bank of Baroda Ltd. v. Punjab National Bank Ltd. [1944] AC 176, 188. 
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bank honours the cheque in good faith and without negligence it may escape liability.” 
Outside of this statutory context, there is some slender authority for the view that a pay- 
ing bank may be liable in the tort of conversion” or for money had and received’” if pay- 
ment is made to someone other than the cheque’s payee; and, whilst the default position 
is that the paying bank owes no duty of care to a cheque payee when deciding whether to 
honour the instrument and affect payment,” liability in the tort of negligence may arise 
when the paying bank has clearly voluntarily assumed responsibility to the payee (as 
might occur if the bank advises the payee of the reasons for the cheque’s dishonour).™ 
Secondly, a paying bank may unusually become liable to pay the face value of the cheque 
and/or compensation for loss to the collecting bank, where the paying bank dishonours a 
cheque in circumstances where it had previously marked the instrument with an express 
undertaking that it would honour the cheque when presented,” or where the paying 
bank has not honoured and paid the cheque in a timely manner so that the collecting 
bank has become liable to its own customer for failing to comply with the ‘2-4-6’ clear- 
ing commitments, which are likely to be implied into account contracts and clearing 
house rules as a matter of banking custom.*” Thirdly, a paying bank might in theory be 
liable to a cheque’s indorsee. That said, as cheques in the United Kingdom are generally 
pre-printed with the ‘account payee’ crossing so that the transfer of the instrument is no 
longer possible, there is nowadays only a slight risk of the paying bank becoming liable to 
an indorsee of the cheque and having to rely upon the statutory defences available when 
the endorsement is forged, unauthorized, or irregular on its face.” 


(ii) The collecting bank 


A collecting bank act as its customer’s/the cheque payee’s agent when collecting a cheque. 

Accordingly, the collecting bank must comply with its customer's mandate, so that it will 

be strictly liable for the face value of the cheque and reasonably contemplatable conse- 

quential losses if it fails to collect the instrument at all or collects the cheque for someone 

other than its customer. Where the collecting bank does take steps to collect the cheque, it 
PE a 


will owe its customer the usual (contractual™ and tortious* ) duty to exercise reasonable 
skill and care in doing so. Whilst the scope of that duty of care will extend to employing a 
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C. Hare, Ellingers Modern Banking Law (5th edn., Oxford, Oxford University Press, 2011), 502-9. 
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reliable correspondent bank to collect the cheque and collecting the instrument ‘within 
a reasonable time” (which will be determined by the clearing house rules and ‘2-4-6 
clearing commitments as a matter of bank usage),"” it does not require the bank to advise 
its customer about any heightened risks associated with a certain course of action or par- 
ticular types of instrument.’ Once the collection process is completed, the collecting 
bank's position as agent requires it to credit the funds to its customer’s account and not 
reverse the credit unless authorized by the clearing rules, the account’s terms or the cus- 
tomer himself. A credit reversal in any other circumstance would constitute a breach of 
the collecting bank’s mandate to collect the cheque. The position may be different if the 
bank effectively discounts (rather than collects) the cheque, which might occur if the 
bank grants the customer an overdraft against the cheque proceeds," actually allows him 
to draw against the uncleared cheque,*" or reduces his existing overdraft by the amount 
of the cheque™` (although simply crediting the customer’s account pending clearance 
no longer sutfices).*'* To the extent that the bank has granted value to its customer and 
accordingly discounts the cheque, the bank receives the cheque proceeds in its own name, 
as principal,”’ rather than for its customer, so that the bank will not necessarily owe its 
customer the usual duties associated with collecting banks. Since most cheques tend to be 
crossed ‘account payee," however, it would be unusual for a bank nowadays to act as a 
discounting bank, rather than a collecting bank. 

In addition to the collecting bank’s exposure to its customer pursuant to the terms of 
the account contract or in the tort of negligence, the House of Lords in OBG Ltd v. Allan?!” 
confirmed recently that such banks may also be strictly liable’ in the tort of conversion 
for collecting a cheque for the ‘wrong’ person, which might occur if the cheque bears a 
forged or unauthorized drawer’s signature,™' is materially altered’ or stolen” Only the 
cheque’s ‘true owner, however, may bring such a conversion claim against the collecting 
bank. The concept of a cheque’s ‘true owner’ is mentioned,** but not defined, in the Bills 
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of Exchange Act 1882 and so accordingly must be determined by common law principles. 
Whilst an owner is generally considered to be the person with the greatest interest in a 
thing,”° a person is entitled to bring a conversion claim in respect of a cheque if they have 
actual possession or the immediate right to possession of the instrument.**° Previously, 
when cheques were freely transferable, the ‘true owner’ could be any third party who 
became holder” of the instrument by delivery and indorsement, but now that cheques are 
pre-printed with the ‘account payee’ crossing, the ‘true owner’ will generally be the drawer 
before the cheque is issued to the payee by delivery," and thereafter the payee.” That 
said, there will sometimes be factual difficulties in determining whether there has been an 
effective delivery if the cheque is lost in transit or stolen. Resolution of this question may 
turn upon whether the Post Office or any courier is treated as the drawer’s or payee’ agent; 
whether the method of transmission of the instrument was chosen by one or the other 
party; and whether the cheque was fraudulently induced or drawn in respect of a genuine 
underlying transaction.‘ That said, where the evidential uncertainties are incapable of 
being resolved, the default solution lies in the statutory presumption that there has been 
a ‘valid and unconditional delivery’ to the payee,*' who is accordingly entitled to bring 
the conversion claim (although, as in other areas where one has to choose which innocent 
party bears the losses occasioned by a third party’s fraud,** a compelling argument may 
be made for loss apportionment based on relative fault). In practical terms, this reduc- 
tion in the range of potential claimants (to either the drawer or the payee) must make the 
tort of conversion a less significant source of liability for collecting banks than formerly, 
especially given that a collecting bank is already potentially strictly liable for breach of the 
account contract with its customer (usually the cheque payee) if it collects the cheque for 
the wrong person or contravenes its instructions in some other way. 

Where the cheque is not collected and paid over to the ‘true owner, it has long been 
recognized that the prima facie measure of compensatory damages against the collecting 
bank in conversion is the face value of the mis-collected cheque.*** Whilst it has recently 
been recognized in OBG Ltd. v. Allan™ that treating a cheque as a chattel equal in value 
to the amount on its face was a ‘legal fiction and something of ‘an anomaly —given that 
the true value lies in the intangible payment obligation embedded in the piece of paper 
and the drawer may well be impecunious or insolvent—the House of Lords nevertheless 
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affirmed the traditional rule. Nevertheless, as this is only the default rule, it remains 
open to the collecting bank to argue that the actual loss suffered by the ‘true owner’ is 
somewhat less than the cheque’ face value, ™ whether due to the converted cheque being 
replaced by a substitute instrument that has subsequently been honoured; the cheque 
becoming a ‘worthless piece of paper, for which nominal damages alone are available, by 
virtue of the instrument bearing a forged drawer’s signature’ or being avoided as a result 
of its material alteration;” or (arguably) the cheque’s drawer being impecunious so that 
the instrument was likely to be dishonoured in any event.™ Where the collecting bank 
can successfully demonstrate that the ‘true owner’ has suffered little or no actual loss as a 
result of the bank's conversion, the ‘true owner’ may nevertheless still ‘waive the tort’ and 
bring a gain-based claim for the amount actually collected by the bank as ‘money had and 
received to [the collecting bank's] use:™ The disadvantage of adopting such a course, how- 
ever, is that such a restitutionary claim is susceptible to a broader range of defences than 
the compensatory claim, although, if no loss has been suffered by the ‘true owner’ anyway, 
the ‘true owner’ is unlikely to be any worse off by ‘waiving the tort’ 

Although liability in conversion is generally strict, there are three defences available to 
banks collecting cheques. The first defence arises out of the fact that, as indicated previ- 
ously, a bank can in principle discount a cheque paid in by a customer, collecting the pro- 
ceeds on its own behalf, rather than its customer's, at least to the extent of *” any value” 
given to that customer. By taking delivery of the cheque and giving value in this way, a 
discounting bank may become a ‘holder in due course’ of the instrument, provided also 
that the bank acts in ‘good faith’ and has no notice of prior defects in title and the cheque 
is ‘complete and regular on its face.™! Not only does the status of ‘holder in due course’ 
allow the discounting bank to sue the drawer on the cheque if it finds itself out of pocket," 
but, as the bank will have the best title (free from any prior defects in title) to the cheque 
and its proceeds, it will be the ‘true owner’ and accordingly immune from any conver- 
sion claim. The ability of a discounting bank to qualify as a holder in due course has been 
radically reduced by the almost universal use of ‘account payee’ cheques following the 
Cheques Act 1992,“° which renders such instruments non-transferable and only valid 
between drawer and payee. As well as losing a valuable defence to conversion claims (as it 
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Ltd. v. Astley Industrial Trust Ltd. [1970] 2 QB 527, 538. 

33 Value for these purposes includes granting the customer an overdraft, permitting drawing against 
uncleared funds or increasing the customer's existing overdraft: see Re Farrow’ Bank Ltd. [1923] 1 Ch 41. 

3⁄4 Bills of Exchange Act 1882, s. 29(1). 

345 See, e.g, Midland Bank Ltd. v. RV Harris Ltd. [1963] 1 WLR 1021. 

6 Cheques Act 1992, s. 1, inserting Bills of Exchange Act 1882, s 81A. This position is not altered by 


Cheques Act 1957, s. 2. 
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would be available even to negligent banks), discounting banks have also lost the ability to 
sue the drawer in its own name.” 

The second (and arguably most important) defence available to a collecting bank is 
found in section 4 of the Cheques Act 1957, which protects a banker (undefined)** from 
the moment a cheque is received” against liability in conversion to the ‘true owner’ of 
the cheque, when it collects that cheque for a customer’ with no (or defective) title to 
the instrument and/or discounts the instrument in its own name.™! That provision does 
not operate in a positive manner by conferring any right to the cheque or its proceeds on 
the collecting bank, but merely operates to negate the collecting bank’s admitted liability 
by compelling the ‘true owner’ to bear the losses associated with the cheque’s conversion. 
Moreover, as the statutory language protects the bank from ‘any liability, it does not mat- 
ter whether the claim is for damages or money had and received following the waiver of 
the tort. 

For that protection to be available, however, the collecting bank must have acted ‘in good 
faith and without negligence. =? For these purposes, ‘good faith is not the civil law, or United 
States, concept, but refers to when something ‘is in fact done honestly, whether it is done 
negligently or not,™ and ‘negligence’ unsurprisingly refers to whether the bank has fallen 
below the standard of reasonable care usually expected of a collecting bank. Apart from 
the legislation indicating that a collecting bank is not to be treated as negligent ‘by reason 
only of his failure to concern himself with absence of, or irregularity in, indorsement of an 
instrument, the issue falls to be determined by common law principles. In that regard, in 
Marfani & Co Ltd. v. Midland Bank Ltd.,’** Diplock LJ framed the fundamental question as 
being whether the circumstances were such ‘as would cause a reasonable banker, possessed 
of such information about his customer as a reasonable banker would possess, to suspect 
that his customer was not the true owner of the cheque’ and, more recently, in Architects 
of Wine Ltd. v. Barclays Bank plc,™® Rix LJ formulated the relevant test as ‘whether the 
transaction of paying any given cheque was so out of the ordinary course that it ought to 
have aroused doubts in the banker’s mind, and caused them to make enquiry: In making 
this assessment, it will be critical to determine whether the bank has abided by current 
banking practice relating to the collection of cheques,” although there is a caveat that 
judicial decisions based on the banking practice of an earlier era might need to be treated 
with caution in more modern times. In addition to current banking practice, the Court 
of Appeal in Architects of Wine Ltd.“ also highlighted a number of guidelines that a court 


%7 Consider R. Hooley, ‘Prevention of Fraud by Non-transferable Cheques’ [1992] CLJ 432. 

“8 Accordingly, the definition of ‘banker’ at common law will fill the necessary gap: see United Dominions 
Trust Ltd. v. Kirkwood [1966] 2 QB 431, 447, applied in Re Roe’s Legal Charge [1982] 2 Lloyd’s Rep 370. 

* Lloyds Bank Ltd. v. E.B. Savory & Co [1933] AC 201. 

30 A ‘customer’ for these purposes is a person or entity (including a company, partnership or bank) for 
whom the bank in question has opened, or agreed to open, an account: see Ladbroke & Co v. Todd (1914) 30 
TLR 433; Great Western Railway Co v. London and County Banking Co Ltd. [1901] AC 414, 425; Commissioners 
of Taxation v. English, Scottish and Australian Bank Ltd. [1920] AC 683, 687. 

5! For the protection of the discounting bank, see Cheques Act 1957, s. 4(1)(b). 

32 Cheques Act 1957, s. 4(1). 

**° Bills of Exchange Act 1882, s. 90. For the meaning of dishonesty in the civil law context, consider Barlow 
Clowes International Ltd. v. Eurotrust International Ltd. [2006] 1 Lloyd’s Rep 225. 

3i Cheques Act 1957, s. 4(3), but consider E. P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern 
Banking Law (5th edn., Oxford, Oxford University Press, 2011), 702-3. 

‘5 Marfani & Co Ltd. v. Midland Bank Ltd. [1968] 1 WLR 956, 973. 

* Architects of Wine Ltd. v. Barclays Bank plc {2007] 2 Lloyd’s Rep 471, [6], [12]. 
5 Lloyds Bank Ltd. v. E.B. Savory & Co [1933] AC 201. 

58 Marfani & Co, Ltd. v. Midland Bank Ltd. [1968] 1 WLR 956. 

° Architects of Wine Ltd. v. Barclays Bank plc [2007] 2 Lloyd’s Rep 471. 
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should bear in mind when assessing whether a collecting bank’s conduct was ‘without 
negligence’ for the purposes of the statutory defence: negligence on the bank’s part should 
not be presumed, even though the onus of disproving negligence lies upon it; negligence 
should be assessed from the bank's perspective at the time of the cheque’s presentation and 
not with the benefit of hindsight; banks should not be expected to act as ‘amateur detect- 
ives’ in light of the ‘vastness of the modern bank's enterprise’ and the number of cheques 
with which they have to deal;™ and the conduct alleged to be negligent must be assessed 
by reference to what would be expected of the bank employee who would typically deal 
with the matter.°° 

In applying these general guidelines under section 4 of the Cheques 1957, the judicial 
analysis has tended to focus on three particular aspects of a bank’s conduct when assess- 
ing its negligence. First, courts have long scrutinized the identity checks carried out by 
the bank (at the very outset of the banking relationship) upon the customer into whose 
account the relevant cheque has been paid. In the past, when banking practice demanded 
that a bank obtain a reference about any prospective new customers, such identity checks 
were commonplace,™ even though the utility of such references might sometimes have 
been doubtful;*” if anything, the need to verify a new customer's identity is even more crit- 
ical nowadays, since ‘customer due diligence’ (usually ‘know your customer’ procedures 
requiring prospective customers to produce satisfactory proot of identity and address) is 
mandated by anti-money-laundering and terrorist financing legislation. Accordingly, as 
well as potential civil and criminal liability under the money laundering regulations,*” a 
bank that (unusually) fails to perform the necessary identity checks at the account-open- 
ing stage would be highly unlikely to escape conversion liability subsequently. This might 
initially seem a surprising suggestion, but, given that the opening of a new bank account is 
frequently an important precursor to most modern cheque frauds, it is not unreasonable 
to expect collecting banks to take the necessary preventive steps at an earlier stage, long 
before any cheques are actually presented for collection.” Indeed, such is the importance 
attached by the courts to any shortcomings in the bank’s account-opening procedures that 
a bank may still be outwith the protection in section 4 of the Cheques Act 1957, even if 
remedying those shortcomings would not have led to the discovery of the truth about the 
fraudster.*? 

Secondly, the courts have considered relevant the degree to which the bank in ques- 
tion has scrutinized the details of the cheque to ensure that it is collecting the instrument 
for the ‘true owner. Some aspects of a cheque will, however, require closer scrutiny than 
others. In particular, it has long been recognized that a bank collecting an ‘account payee’ 
cheque for its customer will have to take especial care that the instrument is only collected 


3 Tbid., [12]. si Ibid ay]: 382 Tbid., [9]; [12]. 36 Ibid., [8]-[9]. 

ot See, e.g., Lloyds Bank Ltd. v. E.B. Savory & Co [1933] AC 201, but consider the changes in banking prac- 
tice in Orbit Mining and Trading Co Ltd. v. Westminster Bank Ltd. [1963] 1 QB 794. 

36 See, e.g., Marfani & Co Ltd. v. Midland Bank Ltd. [1968] 1 WLR 956; Lumsden & Co v. London Trustee 
Savings Bank [1971] 1 Lloyd's Rep 114. 

366 See Money Laundering, Terrorist Financing and Transfer of Funds (Information on the Payer) 
Regulations 2017, 2017 SI No 692, Pts. 3-4, implementing Directive 2015/849 of the European Parliament and 
of the Council of 20 May 2015 on the Prevention of the Use of the Financial System for the Purpose of Money 
Laundering or Terrorist Financing, OJ L141. 

7 Money Laundering, Terrorist Financing and Transfer of Funds (Information on the Payer) Regulations 
2017, 2017 SI No 692, Pt. 9. 

368 Ladbroke & Co v. Todd (1914) 30 TLR 433. 

3 See, e.g, AL Underwood v. Bank of Liverpool [1924] 1 KB 775; Thackwell v. Barclays Bank plc [1986} 1 


All ER 676. 
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for the stated payee,‘ unless they instruct the collecting bank otherwise*’—a position 
that is likely to have been reinforced by the Cheques Act 1992 making ‘account payee’ 
cheques non-transferable and all cheques in the United Kingdom being pre-printed with 
that crossing. ™ This will also be the case where a bank acts as agent for collection for a for- 
eign bank, as such a foreign bank cannot necessarily be assumed to have a detailed under- 
standing of a collecting bank’s responsibilities under English law.’ Apart from a cheque’s 
crossing, the recent decision in Architects of Wine Ltd.™ has largely relieved collecting 
banks of the need to look too closely at cheques, even if they are drawn for a large amount, 
drawn in foreign currency, or payable to a foreign entity, since modern banking activ- 
ity would otherwise become too onerous given the number of cheques with which col- 
lecting banks nowadays have to deal.™ Most significantly, the Court of Appeal endorsed 
the banking practice that, given the similarity between the names of corporate customers 
(especially when part of the same corporate group), collecting banks need only check for 
a ‘sufficient match’ between the cheque payee and the name on the account into which the 
cheque has been paid.‘ Whilst this conclusion is undoubtedly desirable trom the banks’ 
perspective, allowing collecting banks to ignore something as fundamental as the exact 
payee’s name on the cheque arguably goes too far in sacrificing the payee’s rights on the 
altar of commercial expediency. 

Thirdly, a collecting bank is put on enquiry of potential wrongdoing when it is aware that 
its customer is depositing into his personal account a cheque that is drawn on the account 
of his or her employer or principal*” or an account held in the name of a public authority," 
trust, or executor.” Accordingly, unless there are clear countervailing circumstances, a col- 
lecting bank should be wary of proceeding with its customer's instructions without further 
investigation that there is nothing untoward. 

The third defence available to the collecting bank only arises if the ‘true owner’ waives 
the tort of conversion and brings a restitutionary claim for the amount received by the col- 
lecting bank. In order to defeat such restitutionary claims, the collecting bank may raise 
the defence of ministerial receipt in circumstances where it has made an irreversible credit 
to its customer's account for the amount of the cheque;*”’ or, alternatively, the distinct™ 
change of position defence in circumstances where the collecting bank relied in good faith 


70 Bevan v. National Bank Ltd. (1906) 23 TLR 65; Morison v. London County and Westminster Bank Ltd. 
{1914] 3 KB 356; Ross v. London County Westminster and Parr’s Bank Ltd. [1919] 1 KB 678. 

71 Souhrada v. Bank of New South Wales [1976] 2 Lloyd’s Rep 444. 

72 E. P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford 
University Press, 2011), 701. 

73 Honourable Society of the Middle Temple v. Lloyds Bank [1999] 1 All ER (Comm) 193; cf. Importers Co 
Ltd. v. Westminster Bank Ltd. [1927] 2 KB 297. In contrast, an agent for collection for an English bank can 
assume that the latter has complied with its responsibilities under the Cheques Act 1992: see Honourable 
Society of the Middle Temple v. Lloyds Bank [1999] 1 All ER (Comm) 193. 

74 Architects of Wine Ltd. v. Barclays Bank plc [2007] 2 Lloyd’s Rep 471. 

7 Tbid., [9], [12], [58]. 6 Thid,, [12], [56]—-[57]. 

77 See, e.g., Souchette v, London County Westminster and Parr’s Bank Ltd. (1920) 36 TLR 195; Lloyds Bank 
Ltd. v. EB Savory & Co [1933] AC 201; Lloyds Bank Ltd. v. Chartered Bank of India, Australia and China [1929] 
1 KB 40; Marquess of Bute v Barclays Bank Ltd. [1955] 1 QB 202. 

378 See, e.g., Ross v. London County Westminster and Parr’s Bank Ltd. [1919] 1 KB 678. 

*” See, e.g., House Property Company of London Ltd. v. London County and Westminster Bank Ltd. (1915) 
31 TLR 479. 

*8° Buller v. Harrison (1777) 2 Cowp 565. See also Gowers v. Lloyds and National Provincial Bank Ltd. [1938] 
1 All ER 766, 773; Jones v. Churcher [2009] 2 Lloyd’s Rep 94, [69]-[78]. 

*! Portman Building Society v. Hamilton Taylor Neck [1998] 4 All ER 202, 207; BMP Global Distribution Inc 
v. Bank of Nova Scotia [2009] 1 SCR 504, [62]-[65]. 
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to its detriment upon its customer being entitled to the cheque proceeds’ (such as where 
the bank released security granted by the customer or approved an application for some 
form of credit facility). 

If none of the above detences are available to the collecting bank to negate or reduce its 
liability to the ‘true owner’ in conversion, there nevertheless remain other ways in which 
the bank might seek to minimize its exposure. One possibility is that the collecting bank 
may seek to rely upon any contributory negligence on the part of the ‘true owner’ to reduce 
the damages payable.**’ Alternatively, where the bank is acting as an agent for collection, it 
may seek an indemnity from its instructing bank (or in ordinary cases, from its customer) 
on the basis that the tort of conversion was only committed as a result of acting upon its 
instructions to collect the cheque in question.™ In this way, the collecting bank can pass 


some or all of its potential liability back to the ‘true owner’ of the cheque or its customer 
or both if they differ. 


III. PAYMENT CARDS 


As indicated in Table 13.1 earlier,’ payment cards (or ‘plastic money’) have eclipsed 
cheques as a payment method in the United Kingdom, especially in retail transactions. 
That said, not all payment cards are created equal and some have proved more popular 
than others. Some types of payment card have had only a modest impact, such as the 
‘electronic money’ card,™ which is preloaded with monetary value and may be used as 
an ‘electronic purse’ to pay for goods and services from suppliers accepting payment by 
that means. In the United Kingdom, such cards have in reality had limited success beyond 
paying for public transport, meals in staff canteens, and other low-value items. Other 
payment cards in contrast have been hugely successful in the past, but are now obsolete, 
such as the cheque guarantee card, which was presented to retailers with any cheque and 
involved a representation by the drawee bank to the retailer that the cheque would not be 
dishonoured up to the amount specified on the card.” No doubt as a result of the general 
decline in cheque use, the use of cheque guarantee cards ended in 2011 and will not be 
considered further later. Yet other payment cards, whilst still popular today, have a limited 
use, such as an ATM card, which can only be used to withdraw funds in cash from the 
cardholder’s/customer’s bank account, obtain basic account information, or perform basic 
account administration functions. 

Such single-function ATM cards are nowadays unusual (except potentially in relation 
to certain ‘basic’ or ‘junior’ accounts) and it is more common to increase the utility of pay- 
ment cards by combining in a single card the functions that were previously performed 
by a number of different types of payment card. Multifunctional cards are the norm in the 
twenty-first century. As well as allowing withdrawals of cash from ATM machines, such 
multifunctional cards will usually also operate either as a debit card, which are nowadays 
issued by most banks in relation to current accounts and allow customers to pay for goods 


382 See generally Lipkin Gorman (a firm) v. Karpnale & Co. Ltd. [1991] 2 AC 548; Dextra Bank & Trust 
Company Ltd. v. Bank of Jamaica [2002] 1 All ER (Comm) 193; Niru Battery Manufacturing Co y. Milestone 
Trading Ltd. [2004] 4 All ER (Comm) 193. 

38) Banking Act 1979, s. 47. 

384 Honourable Society of Middle Temple v. Lloyds Bank plc [1999] 1 All ER (Comm) 193; Linklaters v. HSBC 
Bank plc [2003] 2 Lloyd’s Rep 545. 

385 See section II earlier. 386 For detailed discussion, see section J earlier. 

387 Consider Metropolitan Police Commissioner v. Charles [1977] AC 177, 182; First Sport Ltd. v. Barclays 


Bank plc [1993] 3 All ER 789, 1233, 1237-8. 
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and services at the point of sale by instructing the card-issuing bank to debit his or her 
account; a charge card, which are still principally issued by American Express and Diners 
Club International and provide cardholders with a short period of (unlimited) credit for 
the purchase of goods and services, with the balance required to be cleared at the end of 
each month; or a credit card, which are normally issued subject to the Visa and MasterCard 
network rules and effectively provide cardholders with a revolving credit line (up to an 
agreed maximum) for the acquisition of goods and services, subject to the payment of a 
minimum amount by the cardholder each month.*** Despite their current popularity, as 
indicated in the earlier table, the future of payment cards is not bright, as banks are con- 
tinually innovating swifter electronic methods of performing the functions currently allo- 
cated to physical ‘plastic money’, such as allowing cash withdrawals from ATMs by means 
of a special code entered into the keypad without the ATM card needing to be physically 
present; enabling customers to pay for goods and services by presenting their phone at 
the point of sale, instead of the physical debit or credit card, with the result that their cur- 
rent account or credit card account is charged directly (termed ‘mobile payments’); and 
allowing customers to pay for goods and services ordered remotely through websites by 
means of a phone (termed ‘mobile banking’). The dematerialization associated with these 
developments might raise the problem of whether the legislative overlay in this area can 
continue to operate effectively in its current form, since the drafting has often presupposed 
a customer using a ‘credit token” or other physical device present at the time of the trans- 
action.*” On the basis of their current form, the following discussion will aim to highlight 
the principal similarities and differences between the different types of payment card. 


A. PAYMENT CARDS AS CONTRACTUAL NETWORKS 


Arguably, the key similarity between the different species of payment card is that they 
effectively represent an underlying contractual network between the various participants 
in the card transaction. To a large degree, therefore, ordinary contractual principles still 
provide the legal framework for payment card transactions, albeit that the contracts in 
question have become increasingly standardized and are now overlain by a number of 
statutory glosses (as considered further later). The fact that a contractual nexus under- 
lies credit cards and charge cards was authoritatively affirmed in Office of Fair Trading 
v. Lloyds TSB Bank plc,”' where Lord Mance recognized that the use of those payment 
cards traditionally involved ‘tri-partite arrangements—between a card issuer and a card- 
holder, between the card issuer and suppliers authorized by the card issuer to accept its 
cards, and between the cardholder and a particular supplier in relation to a particular 
supply. Whilst Lord Mance’s statement in Lloyds Bank remains an accurate description 
of the contractual network for charge cards,” his Lordship recognized that the analytical 


™ See generally G. Stephenson, Credit, Debit and Cheque Cards (Birmingham, Central Law 
Publishing, 1993). 

*° A ‘credit-token’ is a ‘card, check, voucher, coupon, stamp, form, booklet or other document or thing 
given to an individual by a person carrying on a consumer credit business, which entitles the consumer to 
credit upon its production: see Consumer Credit Act 1974, s. 14(1). 

™ For the purposes of the Payment Services Regulations 2017, 2017 SI No 752, reg. 2, a ‘payment instru- 
ment is defined as a ‘personalised device, although this notion is more capable of accommodating new techno- 
logical developments as it also includes a ‘personalised set of procedures agreed between the service user and 
the payment service provider. 

»! Office of Fair Trading v. Lloyds TSB Bank plc [2008] 1 AC 316, [23]. 

"Re Charge Card Services Ltd. 11987) Ch 150, 158-69; Office of Fair Trading v. Lloyds TSB Bank plc {2008} 
1 AC 316, [23]. 
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framework is usually more complicated for credit cards and debit cards”? with the advent 
of the international Visa and MasterCard networks. Under the rules of these networks, 
certain card issuers are authorized to act as ‘merchant acquirers’ within their home juris- 
diction, a role which involves recruiting merchants/suppliers to the network and contract- 
ing with them to process customer payments made to that merchant/supplier. Where the 
merchant acquirer and the card-issuing bank are one and the same, the traditional tripar- 
tite relationship will continue to operate, but, where they are different, four contractual 
relationships come into existence:** the contract between the card issuer and cardholder 
governing the issue and use of the relevant card; the contract of sale between the card- 
holder and the relevant supplier of goods or services; the contract between that supplier 
and its ‘merchant acquirer’ whereby the latter undertakes to reimburse the former in 
respect of goods or services supplied; and the contract between the ‘merchant acquirer’ in 
question and the card issuer. ™ Indeed, debit and credit card transactions can conceivably 
involve other intermediaries besides merchant acquirers, which in turn can give rise to 
more contracts underlying the payment card.*” As regards standalone ATM cards (includ- 
ing multifunction cards allowing access to ATM services), the contractual framework for 
their use will primarily be the customer's account contract with the bank (or other agree- 
ment pursuant to which the card is issued), although there is also a more complicated 
multi-party network agreement between the banks and other ATM providers whereby 
a cardholder with one bank is able to use the ATM machines of other banks in order to 
withdraw cash or check account balances.*” 

One of the dithculties associated with payment cards being based upon contractual 
relationships is that the relevant terms usually result from a bargaining process whereby 
the bank or other credit-card issuer imposes its standard terms and conditions upon the 
cardholder. This gives rise to the usual difficulties and concerns associated with contracts 
of adhesion. Whilst there is not much scope for a cardholder arguing that they are not 
bound by such standard terms, given that they usually sign the relevant agreement,*” 
there are other general bases upon which such provisions might be challenged: at common 
law,*”” ambiguities in a clause will be construed in favour of the cardholder by virtue of the 
contra proferentem principle of contractual interpretation” and any unilateral discretion 


33 For the analogy drawn between credit and debit cards, see Do-Buy 925 Ltd. v. National Westminster Bank 
plc [2010] EWHC 2862 (QB), [7]-[11], applying Lancore Services Ltd. v. Barclays Bank plc [2010] 1 All ER 763. 

34 Office of Fair Trading v. Lloyds TSB Bank plc {2008] 1 AC 316, [23]. 

35 The Governor & Company of the Bank of Scotland v. Alfred Truman (a firm) [2005] EWHC 583 (QB), 
[91]-[92]. 

3% Office of Fair Trading v. Lloyds TSB Bank plc [2008] 1 AC 316, [23]. 

37 The Governor & Company of the Bank of Scotland v. Alfred Truman (a firm) [2005] EWHC 583 (QB), 

94}. 
: a E. P. Ellinger, E. Lomnicka, and C. Hare, Ellingers Modern Banking Law (5th edn., Oxford, Oxford 
University Press, 2011), 661. 

3 DEstrange v. F. Graucob Ltd. [1934] 2 KB 394; Autoclenz Ltd. v. Belcher [2011] UKSC 41, [20]; Halsall 
Champion Consulting Ltd. [2017] EWHC 1079 (QB), [278]. A person’s signature on a written contract has 
acquired new significance with the development of the contractual estoppel doctrine: see Springwell Navigation 
Corporation v. JP Morgan Chase Bank [2010] EWCA Civ 1221, (161]-(171]. 

0 A further theoretically possible, but practically difficult, option would be for the cardholder to argue that 
a representation made by the card-issuer as part of its marketing material amounted to a collateral contract 
taking precedence over the written terms of the agreement: consider Burnett v. Westminster Bank Ltd. [1966] 
1 QB 742; Mendelssohn v. Normand Ltd. [1970] 1 KB 177. 

w1 More recently, the courts have stressed that the interpretative exercise should ‘first seek to ascertain the 
natural meaning of the language’ with contra proferentem only being deployed as an interpretative device when 
‘the language chosen by the parties was one-sided and genuinely ambiguous, but not when the clause ‘favours 
both parties equally, especially where they are of equal bargaining power’: see Transocean Drilling UK Ltd. 
v. Providence Resources pic [2016] EWCA Civ 372, [2], [19]~[20]. Accordingly, contra proferentem is likely to 
prove most effective in the context of payment card relationships involving consumers. 
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conferred upon the card-issuer will be controlled by virtue of terms implied in law to the 
effect that the discretion should be exercised in good faith and not arbitrarily, capriciously, 
perversely, or irrationally; and, by way of statutory control, exclusion and limitation 
clauses will usually be subjected to the reasonableness test in the Unfair Contract Terms 
Act 1977" and unfair terms imposed upon consumers can be invalidated pursuant to 
the Consumer Rights Act 2015." Beyond these general statutory controls on contrac- 
tual terms, however, concerns over the one-sided nature of credit-card terms (and, to a 
lesser extent, those for debit cards), as well as the desire to harmonize the domestic and 
European law relating to non-paper payments, have resulted in two other more specific 
statutory regimes regulating different aspects of the credit card (and some other payment 
cards) contracts. This represents a significant improvement on the self-regulatory, ‘soft 
law’ approach that formerly applied.“ 

The first statutory overlay is the Consumer Credit Act 1974 (CCA 1974), which will 
often regulate the issue, use, and consequences of payment cards issued to ‘individuals’ 
(defined as including two- or three-person partnerships and certain unincorporated asso- 
ciations). The CCA 1974 generally employs three key concepts to define its application 
to payment cards, although these concepts do not apply to the different types of payment 
card in a particularly clear or predictable manner. 

The first key concept is the ‘credit-token, which definition includes a ‘card’ (amongst 
other things)*** issued to an individual by a person carrying on a consumer credit business, 
whereby the latter either undertakes to supply cash, goods, or services ‘on credit’ upon the 
production of the credit token“ (‘the first scenario’); and/or undertakes that, upon pro- 
duction of the card to a third-party supplier in respect of the provision of cash, goods, or 
services, it will pay that supplier in return for reimbursement by the individual (‘the sec- 
ond scenario’). There appears to be little doubt that credit cards’ and charge cards*”’ 
fall within the ‘second scenario’ envisaged by the definition of ‘credit token’ since they 


2 Branganza v. BP Shipping Ltd. [2015] UKSC 17, [17}-(32], [52]-[53], [102]-[104], [126]. See also 
Paragon Finance plc v. Nash [2002] 1 WLR 685, {32]-[36]; Socimer International Bank Ltd. v. Standard Bank 
London Ltd. [2008] Bus LR 1304, [66]; Hayes v. Willoughby [2013] 1 WLR 395, [14]. 

“3 Unfair Contract Terms Act 1977, s. 11 and Sch. 2. Although the considerations set out in Sch. 2 is for- 
mally limited by the legislation to specific circumstances, the factors listed in Sch. 2 have been treated by the 
courts as being of general application: see Stewart Gill Ltd. v. Horatio Meyer & Co Ltd. [1992] QB 600, 608; 
Stephen West v. Ian Finlay & Associates (a firm) [2014] EWCA Civ 316, [65]. 

4 Consumer Rights Act 2015, s. 62. 

#5 For domestic legislation in other jurisdictions, consider the United States Electronic Funds Transfer Act 
15 USC (1978) and the Danish Act on Certain Payment Instruments, No 414 of 31 May 2000. See further D. 
Baker and R. Brandel, The Law of Electronic Funds Transfer Systems (revd. edn., Boston, Warren, Gorham & 
Lamont, 1996), pt. II. 

‘*° For the previous approach to the unauthorized and fraudulent use of credit cards, consider the Banking 
Code (March 2008); Business Banking Code (March 2008). For concerns expressed over the adequacy of this 
response, see S. Gutwirth and T. Joris, ‘Electronic Funds Transfer and the Consumer’ (1991) 40 ICLQ 265; M. 
Sneddon, ‘A Review of the Electronic Funds Transfer Code of Conduct’ (1995) 6 JBLFP 29. Consider now the 
Lending Code (September 2015), (99]-[165]; Financial Conduct Authority, Consumer Credit Sourcebook (CONC). 

“07 Consumer Credit Act 1974, s. 189. 

For an expansive approach, see Elliott v. Director-General of Fair Trading [1980] 1 WLR 977. 

49 Consumer Credit Act 1974, s. 14(1)(a). 

^10 Consumer Credit Act 1974, s. 14(1)(b). Although now of historical interest, this ‘second scenario’ did 
not extend the notion of ‘credit token’ to cheque guarantee cards: see Consumer Credit Act 1974, Sch. 2, Pt 2, 
Example 21. 

* Consumer Credit Act 1974, Sch, 2, Pt 2, Example 16. See also Carey v. HSBC Bank plc [2009] EWHC 
3417 (QB), [6]. 

+2 E, P, Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford 
University Press, 2011), 665-6. 


CHAPTER 13 DOMESTIC PAYMENT SYSTEMS 397 


enable the cardholder to obtain goods and services from third parties as a result of pay- 
ment being made by the card-issuer. On a purely literal approach to the CCA 1974, the 
same conclusion might be thought to apply to debit cards, given that the ‘second scenario’ 
(unlike the ‘first scenario’) does not explicitly require any ‘credit’ to be provided by the 
card-issuer.*'’ A more purposive interpretation"! might suggest, however, that the ‘second 
scenario’ implicitly contains a requirement that ‘credit’ be provided by the card-issuer,'!® 
given that when the CCA 1974 was enacted credit cards were the only form of payment 
card available (debit cards being a later innovation), with the result that the drafters could 
only have envisaged the ‘second scenario’ as involving the provision of credit."* Indeed, 
debit cards might simply be viewed as the modern equivalent of cheques, which would 
clearly not fall within the definition of a ‘credit token." Accordingly, on this academic 
view, a debit card would only constitute a ‘credit token’ if it were possible to overdraw the 
cardholder's account with the card-issuer by using the card; whereas, on a more literal 
reading of the CCA 1974, all debit cards would qualify as ‘credit tokens. Similar issues 
have dogged the classification of ATM cards. The ‘first scenario’ envisaged by the defini- 
tion of ‘credit token’ would appear to cover ATM cards that enable a customer to withdraw 
funds trom his or her account,*'* but, as there is an explicit requirement that the cash 
be provided ‘on credit, this will once again only be the case where the relevant account 
can be overdrawn (whether through prior agreement or not). That said, as most ATM 
cards can nowadays also be used to withdraw cash from other banks’ machines, such cards 
might also fall within the ‘second scenario, but (as with debit cards) whether that scenario 
extends to all ATM cards (on a literal interpretation of the CCA 1974) or simply those 
allowing the cardholder to overdraw his account (on a more purposive approach) once 
again depends upon the approach one takes to the definition of ‘credit token’ In a similar 
manner, one’s choice of interpretative approach will determine the circumstances in which 
‘electronic money cards and ‘electronic purses’ (which are viewed as a modern equivalent 
of cash, rather than a provision of credit) might count as ‘credit tokens.*” 

The second key concept is the ‘credit token agreement’,*’ which is defined as a regulated 
agreement*”’ ‘for the provision of credit in connection with the use of a credit-token*~ The 
important point to note is that, even if it were possible for a payment card to constitute a 
‘credit token’ without credit having been provided,*”’ it is explicit in the definition of ‘credit 


413, Consumer Credit Act 1974, s. 14(1)(b). 

414 For the purposive approach to the interpretation of CCA 1974, see, e.g., Wilson v. First County Trust 
Ltd. [2001] QB 407, [19]; Broadwick Financial Services Ltd. v. Spencer [2002] EWCA Civ 35, [21]; McGinn v. 
Grangewood Securities Ltd. [2002] EWCA Civ 522, [9]. 

415 See R. M. Goode, Consumer Credit Law and Practice (Bloomsbury Publishing, loose-leaf); E. Lomnicka 
and D. Bowden, Encyclopaedia of Consumer Credit Law (Sweet & Maxwell, looseleaf). 

416 There may be some doubt whether this argument remains as strong after Office of Fair Trading v. Lloyds 
TSB Bank plc [2008] 1 AC 316, where the House of Lords rejected the argument that the CCA 1974 could not 
apply to ‘four-party credit card’ transactions on the basis that, when the CCA 1974 was enacted, only ‘three- 
party credit card’ transactions existed. 

417 See R. M. Goode, Consumer Credit Law and Practice (Bloomsbury Publishing, loose-leaf). 

418 Consumer Credit Act 1974, s. 14(4). 

419 See E. P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (Sth edn., Oxford, Oxford 
University Press, 2011), 667. 

#20 Consumer Credit Act 1974, s. 14(2). 41 Consumer Credit Act 1974, s. 8(3). 

#22 For the purposes of such an agreement it is made clear that, where the card-issuer undertakes to reim- 
burse third parties in respect of the provision of goods or services, credit is provided to the cardholder “‘when- 
ever a third party supplies him with cash, goods or services’: see Consumer Credit Act 1974, s. 14(3). 

423 As discussed above, this would depend upon whether one adopts a literal or purposive interpretation of 


the Consumer Credit Act 1974, s. 14(1)(b). 
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token agreement’ that the agreement underlying the provision of a payment card must 
include the provision of credit. 

The third key concept is the ‘debtor-creditor-supplier agreement, which includes** ‘an 
unrestricted-use credit agreement which is made by the [card-issuer] under pre-exist- 
ing arrangements between himself and a [third-party supplier] in the knowledge that the 
credit is to be used to finance a transaction between the [cardholder] and the [third-party 
supplier]: In Office of Fair Trading v. Lloyds TSB Bank plc,‘ the House of Lords made 
clear that credit cards fell within this definition, regardless of whether there were three, 
four, or more parties involved in the credit-card transaction.*” It is equally clear, however, 
that debit cards** and charge cards” have been expressly excluded from constituting a 
‘debtor-creditor-supplier agreement’ and that ATM cards do not fall within that concept 
because the cash withdrawn does not necessarily involve the provision of credit and can be 
used to purchase goods from suppliers without any link to the card-issuer.*° Such differ- 
ential treatment between credit and charge cards is difficult to justify, but its significance 
will be considered further later. 

The second statutory overlay derives from the PSR 2017,"*' which implemented the sec- 
ond Payment Services Directive.” The application of this regime to payment cards stems 
from the fact that they are likely to constitute a ‘payment instrument, which is defined as a 
‘personalised device’ or ‘personalised set of procedures’ used to initiate a payment order.** 
Unlike the CCA 1974, which (as considered earlier) applies to payment cards in a differ- 
ential manner, the PSR 2017 applies to credit, debit, charge, ATM, and ‘electronic money’ 
cards in a relatively uniform manner, as long as they are being used to initiate a payment 


®t The concept of the ‘debtor-creditor-supplier agreement’ encompasses certain forms of ‘restricted-use’ 
credit agreement, whereby the cardholder must use the payment card and the credit associated with it for 
certain specified purposes, such as the acquisition of goods and services from the card-issuer alone (see 
Consumer Credit Act 1974, s. 12(a)) or particular third parties associated with the card-issuer (see Consumer 
Credit Act 1974, s. 12(b)). An example of such an arrangement would be a store card or the type of charge card 
considered in Re Charge Card Services Ltd. [1987] Ch 150. 

“5 Consumer Credit Act 1974, s. 12(c). 

“6 Office of Fair Trading v. Lloyds TSB Bank plc [2008] 1 AC 316. 

“7 The Governor & Company of the Bank of Scotland v. Alfred Truman (a firm) [2005] EWHC 583 (QB), 
{91]-[92]. 

#8 Consumer Credit Act 1974, s. 187(3A). 

#2 Consumer Credit (Exempt Agreements) Order 1989, 1989 SI No 869, reg. 3(a)(ii). 

“0 See E. P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford 
University Press, 2011), 672. 

*! Payment Services Regulations 2017, 2017 SI No 752, replacing Payment Services Regulations 2009, 2009 
SI No 209. See also Consumer Rights (Payment Surcharges) Regulations 2012, 2012 SI No 3110, regs. 6A-B. 

“2 Directive 2015/2366 of the European Parliament and of the Council of 25 November 2015 on Payment 
Services in the Internal Market, OJ L337, replacing Directive 2007/64 of the European Parliament and of the 
Council of 13 November 2007 on Payment Services in the Internal Market, OJ L319. For the former light- 
touch approach of the European Union, see Recommendation 87/598/EEC on a European Code of Conduct 
for Electronic Payments, [1987] OJ 1365/2, although even at this early stage one of the concerns expressed 
was that contracts for payment cards be in writing, the result of prior application by the consumer, accompa- 
nied by a transparent fee structure and the termination provisions of the contract specifically brought to the 
cardholder's attention. As a precursor to the PSR regime, the Recommendation aspires to the inter-operability 
of pan-European payment cards with the aim that it ‘be full and complete, so that traders and consumers 
can join the networks or contract with the issuer[s] of their choice with each terminal being able to process 
all cards’ and with the aim that all payment service providers have ‘fair access to the system’ regardless of 
their economic size. See further Commission Recommendation Concerning Payment Cards, and in Particular 
the Relationship between Cardholder and Card Issuer, [1988] OJ L317/55; Commission Recommendation 
Concerning Transactions by Electronic Payment Instruments, [1997] OJ L208/52. 

+3 Payment Services Regulations 2017, 2017 SI No 752, reg. 2. 
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order,“ although (as considered earlier)** a more light-touch approach applies to low- 
value payment cards. As well as covering a broad range of cards, the territorial application 
of the PSR 2017 has expanded compared to its predecessor: whilst the PSR 2017 only applies 
to card issuers based in the United Kingdom,*” and applies with full force to transactions 
in a European Economic Area (EEA) currency where both the payer's and payee’s bank are 
located in the EEA,** those regulations operate in a slightly diminished form when either 
one of the banks is not located in the EEA*® or the parties transfer a non-EEA currency.*” 

The impact that the CCA 1974 and the PSR 2017 have on the various contracts under- 
lying payment cards will be considered in the following sections; outwith these statutory 
regimes, the legal framework reverts to general contractual principles. 


(i) Cardholder-issuer relationship 


With the exception of ‘electronic money’ cards and ‘electronic purses’ which may be issued 
to cardholders without the need for any pre-existing or continuing contractual relation- 
ship between the issuer and the cardholder,” payment cards ordinarily require such a 
relationship to exist. The nature and content of that relationship, however, differs accord- 
ing to the payment card in question, although one feature that such contracts are likely to 
share is that they will be replete with extensive protections favouring the card-issuer (from 
straight-out exclusion or limitation clauses, through provisions allowing the card-issuer to 
debit the cardholder’s account with charges and fees," to clauses allowing the card-issuer 
to vary the terms of the agreement unilaterally, with or without notice, especially applic- 
able interest rates). As cashcards and debit cards are usually only issued in connection 
with a newly established or pre-existing account relationship, the respective rights and 
obligations of the card-issuer and cardholder may well be set out in the account contract/ 
documentation itself, although the payment card’s terms and conditions are often set out 
in a separate standard-form document. The latter is almost invariably the practice, how- 
ever, in relation to credit cards, since they are frequently issued without the cardholder 
having to open an account with the card-issuer.“” 

Whatever form it takes, the contract between the cardholder and card-issuer is overlain 
by the two statutory regimes in the CCA 1974 and the PSR 2017, although the fact that 


434 Although now largely of historical significance, cheque guarantee cards would probably not have fallen 
within the scope of this definition. 

45 See section I earlier. 

46 Although the harmonizing effect of the Second Payment Services Directive will mean that equivalent 
domestic legislation will have been implemented in other EU Member States. 

437 Payment Services Regulations 2017, 2017 SI No 752, reg. 63(a), (b)(i). 

88 Payment Services Regulations 2017, 2017 SI No 752, reg. 63(a), (b)(iii). 

439 Payment Services Regulations 2017, 2017 SI No 752, reg. 63(a), (b)(ii). The execution time-limits are the 
principal matter that do not apply: ibid., regs. 84-8. 

“40 See further section I earlier. 

“1 There has been significant judicial attention focused on the issue of whether bank charges are sus- 
ceptible to statutory or judicial control: see Office of Fair Trading v. Abbey National pl: [2008] EWHC 875 
(Comm), [295]-[324], aff'd on other grounds [2010] 1 All ER 667; Andrews v. Australian and New Zealand 
Banking Group Ltd. [2012] HCA 30; Paciocco v. Australia and New Zealand Banking Group Ltd. [2016] HCA 
28. Consider also Cavendish Square Holding BV v. El Makdessi [2015] UKSC 67. 

“2 The exercise of such unilateral discretion clauses can nowadays be controlled by a number of implied 
terms: see Braganza v. BP Shipping Ltd. [2015] UKSC 17. The power of variation may nowadays also be subject 
to statutory notification obligations: see Consumer Credit Act 1974, s. 82; Payment Services Regulations 2017, 


2017 SI No 752, reg. 50. 
“3 For a ‘worked example’ of the credit card application process, see Carey v. HSBC Bank plc [2009] EWHC 


3417 (QB), [23]-[28]. 
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they fail to knit together in a comprehensive manner is the cause of an unnecessary level 
of complexity, When the cardholder is an ‘individual’ within the terms of the CCA 1974," 
the practice of providing a written agreement is necessitated by the legislation, which also 
lays down requirements regarding the form of credit agreements (which need to be in 
writing, in legible form, signed by the consumer and contain all the agreement's terms)** 
and their content."° There is also usually an obligation to provide the cardholder with a 
copy of the executed agreement"” and a duty to inform the cardholder of his ability to 
cancel the agreement within the 14-day cooling-off period.** Additionally*” (where the 
cardholder is a ‘consumer ),’” or alternatively (where it is not),*"' the PSR 2017 imposes a 
number of disclosure, information, and conduct of business obligations on the card-issuer 
by virtue of the fact that the ‘payment instrument’ will usually be issued pursuant to a 
‘framework contract’ (whether the account contract or a separate card contract): speci- 
fied pre-contractual information must be supplied to the cardholder ‘in good time’ before 
he is bound by the credit contract; the cardholder may obtain free of charge the frame- 
work contract’s terms and other specified information;™ the card-issuer must generally 
give the cardholder two months’ notice of any contractual variations, as well as notifying 
interest-rate changes ‘as soon as possible™** (although, where the CCA 1974 applies, any 
variation is simply declared ineffective until notice is given);**° and the card-issuer must 
provide specified ongoing information with respect to individual payment transactions 
pursuant to the framework contracts terms.**” Under the CCA 1974, the card-issuer is 
required to provide statements of account.’ as well as giving notice of certain enforce- 
ment action.” These obligations continue until the ‘framework contract’ is terminated, 
which may be done by the cardholder ‘at any time, but by the card-issuer only upon giving 
two-months’ notice," although the notice-period is shorter in the case of payment cards 
falling within the CCA 1974.**! 

Besides the issues of formation and termination of agreements relating to payment 
cards, there are four particular issues that may cause difficulty during the course of the 
agreement. The first issue concerns when a customer may countermand a payment card 


“4 Consumer Credit Act 1974, s. 189. “45 Consumer Credit Act 1974, s. 61. 

“6 Consumer Credit Act 1974, s. 60. 47 Consumer Credit Act 1974, s. 62. 

48 Consumer Credit Act 1974, ss. 64, 66A. 

Although there is a general exclusion of the disclosure and information provisions in the Payment 
Services Regulations 2017 when the payment card is issued pursuant to the terms of an agreement regulated 
by the Consumer Credit Act 1974, the disapplication is not complete: see Payment Services Regulations 2017, 
2017 SI No 752, reg. 41. 

A ‘consumer’ is ‘an individual ... acting for purposes other than a trade, business or profession’: see 
Payment Services Regulations 2017, 2017 SI No 752, reg. 2(1). 

**! Even in circumstances where the Payment Services Regulations 2017 might otherwise apply, it is pos- 
sible to contract out of much of its content, especially the provisions concerning disclosure of information to 
the cardholder, as long as the cardholder is not a ‘consumer’, ‘micro-enterprise’ or charity: see Payment Services 
Regulations 2017, 2017 SI No 752, regs. 2(1), 40(7), 63(5). 

* This is a contract for payment services ‘which governs the future execution of individual and successive 
payment transactions’: see Payment Services Regulations 2017, 2017 SI No 752, reg. 2(1). 

‘3 Payment Services Regulations 2017, 2017 SI No 752, reg. 48(1) and Sch. 4. 

‘4 Payment Services Regulations 2017, 2017 SI No 752, regs. 49, 56. 

‘5 Payment Services Regulations 2017, 2017 SI No 752, reg. 50. 

“° Consumer Credit Act 1974, s. 82, applied by Payment Services Regulations 2017, 2017 SI No 752, 
reg. 41(2). 

“7 Payment Services Regulations 2017, 2017 SI No 752, regs. 44-6. 

“8 Consumer Credit Act 1974, ss. 77-8. 4 Consumer Credit Act 1974, s. 76. 

*° Payment Services Regulations 2017, 2017 SI No 752, reg. 51. 

%1 Consumer Credit Act 1974, ss. 87, 98. 
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transaction. Whilst the PSR 2017 recognizes the theoretical possibility of such a counter- 
mand," this must occur before the payment instruction is notified to the card-issuer. As 
modern banking networks are likely to make such notification virtually instantaneous, the 
time-frame for countermand is so tight that it is not a practical reality.“ 

The second issue concerns the circumstances in which a card-issuer can put a ‘stop’ on 
the cardholder's use of the payment card. The PSR 2017 allows the bank to stipulate in the 
‘framework contract’ that it is entitled to ‘stop’ the payment card on reasonable grounds 
relating to the payment instrument's security; the suspected unauthorized or fraudulent 
use of the payment instrument; or, in the case of a payment card with a credit line, when 
there appears to be a ‘significantly increased risk’ that the payer may be unable to ful- 
fil its payment obligations.” If the card-issuer does place a ‘stop’ on the payment card’s 
use, it must inform the cardholder of its intention to stop the card before doing so“ (or 
‘immediately after’ if prior notice is not possible),*** as well as its reasons for stopping the 
payment instrument. Such notification is dispensed with if it would ‘compromise rea- 
sonable security measures." The card-issuer may only maintain the ‘stop’ on the payment 
card for so long as the circumstances justify and, thereafter, must reactivate the existing 
card or provide a new one.*” 

The third issue concerns the possibility of the card-issuer being liable as a connected 
lender when the payment card falls within the scope of the CCA 1974.*” In essence, con- 
nected lender liability involves making the card issuer liable for any misrepresentations or 
breaches of contract by a person supplying goods or services to a cardholder, provided that 
those goods or services have been purchased with a relevant payment card." The card- 
issuer's liability is co-extensive with that of the supplier,” including the ability to terminate 
or rescind the linked credit transaction in circumstances where the cardholder has termi- 
nated or rescinded the supply contract,’ * although the card-issuer may nowadays only be 
liable when the supplier is insolvent, untraceable, uncontactable, or when the cardholder 
has taken reasonable steps to pursue the supplier without satisfaction.*” The card-issuer 
also has a statutory right of indemnity against the errant supplier,’ although in practice 
this may be worth little. Whilst this form of liability appears extensive, it is in practice lim- 
ited to those payment cards that involve a ‘debtor-creditor-supplier agreement, which, as 
discussed earlier, has effectively been limited statutorily to the context of credit card trans- 
actions. As a result of the House of Lords decision in Office of Fair Trading v. Lloyds TSB 
Bank plc,™ however, connected lender liability can arise regardless of whether the par- 
ticular credit card transaction involves three, four, or more parties, since there would be 


%2 Payment Services Regulations 2017, 2017 SI No 752, reg. 67(3). 

463 To similar effect, consider Société Flywest v. Société MB Associés Mandataires Judiciaires [2009] ECC 20 
(Cour de Cassation). See also Recommendation 87/598/EEC on a European Code of Conduct for Electronic 
Payments, [1987] OJ L365/2, cl III(4)(a), requiring that payments made with a payment card be ‘irreversible’. 


44 Payment Services Regulations 2017, 2017 SI No 752, reg. 71(2). 465 Ibid., reg. 71(3)(a). 
466 Tbid., reg. 71(4). 487 Tbid., reg. 71(3)(b). 48 Tbid., reg. 71(5). 
46° Tbid., reg. 71(6). 470 Consumer Credit Act 1974, s. 75(1). 


471 There are monetary limits upon the value of the goods purchased and the amount of credit provided, as 
well as limits upon the acquisition of goods ‘wholly or predominantly’ for business purposes, that restrict the 
overall scope of connected lender liability: see Consumer Credit Act 1974, s. 75A(6). 

42 According to Consumer Credit Act 1974, s. 75(1), the cardholder has a ‘like claim’ against the card- 
issuer as he has against the supplier of the goods or services. That said, a cardholder who has been the victim 
of a misrepresentation does not have the same remedies against the card-issuer as against the supplier: see 
Misrepresentation Act 1967, s 2(5). 

13 Durkin v. DSG Retail Ltd. [2014] 1 WLR 1148, [19], [26]. 

474 Consumer Credit Act 1974, s. 75A(2). 475 Consumer Credit Act 1974, s. 75(2). 

“6 Office of Fair Trading v. Lloyds TSB Bank plc [2008] 1 AC 316, [24]. 
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little way of the cardholder discovering whether a particular supplier had been recruited 
to the credit card network by the card-issuer directly or a merchant acquirer. Any other 
conclusion would result in the consumer protection afforded by the principle of connected 
lender liability being patchy. For similar reasons, the House of Lords in Lloyds Bank con- 
firmed that a card-issuer’s liability would be co-extensive with that of foreign suppliers 
when a credit card was used to purchase goods and services abroad,” although this leaves 
a number of issues still unresolved.‘ 

The fourth issue concerns the division of responsibility between the cardholder and 
issuer in respect of the use of payment cards and the allocation of liability between those 
parties when the payment card has been lost, stolen, or used in an unauthorized manner. 
As regards the first matter, the PSR 2017 is explicit in the obligations borne by each party. 
For the cardholder's part, he must use the payment card in accordance with the terms 
and conditions governing its use; must notify the card-issuer in the agreed manner and 
‘without undue delay’ upon becoming aware that the card has been lost, stolen, or used in 
an unauthorized manner;**’ and must take ‘all reasonable steps’ to keep the payment card's 
‘personalised security features’ (such as any associated PIN) safe.**' If it can be shown 
that the cardholder has intentionally or with gross negligence failed to comply with these 
obligations, he will be responsible for ‘all losses’ incurred in respect of the payment card.” 
For its part, the card-issuer must ensure that the ‘personalised security features’ associated 
with the payment card (such as the PIN or account passwords) are not accessible by third 
parties; must not send any unsolicited payment card, other than by way of replacement 
for an existing card; must ensure that there are appropriate and functioning commu- 
nication channels so that the cardholder can notify the card-issuer of the payment card's 
loss or misuse and the card-issuer can conversely inform the cardholder of any ‘stop’ on 
the instrument;*** and must ‘stop’ the payment card when notified of its loss, theft, or mis- 
use.**° As well as potentially giving rise to regulatory sanctions, a failure to maintain an 
effective communication channel for the cardholder to notify the card-issuer of the loss, 
theft, or misuse of the card renders the card-issuer responsible for any losses subsequently 
incurred in respect of the payment card, unless the cardholder has acted fraudulently.” 

Beyond the allocation of responsibility between the card-issuer and cardholder for 
losses resulting from the unauthorized use of the payment card when one or other is 
in breach of its statutory obligations under the PSR 2017, there is also a general default 
scheme of liability created by those regulations. The starting-point is that the card-issuer 
bears the risk (like under the CCA 1974)** of sending the payment card and any of its 
personalized security features to the cardholder,” bears prima facie responsibility for 
any unauthorized use of the payment card and is obliged to refund the amount of any 


“” Office of Fair Trading v. Lloyds TSB Bank plc [2008] 1 AC 316, [4], (6]-[7], (11]-[14], {17], [19], [22], 
[25}-[29], [31}-[37], [40]-[43]. 

“7! See C. Hare, ‘Credit Cards and Connected Lender Liability’ [2008] LMCLQ 338; C. Bisping, ‘Avoid the 
Statutist Trap: the International Scope of the Consumer Credit Act 1974’ (2012) 8 JPIL 35. 

1? Payment Services Regulations 2017, 2017 SI No 752, reg. 72(1)(a). 8° Ibid., reg. 72(1)(b). 

"l Tbid., reg. 72(3). 

*? Ibid., reg. 77(3). The cardholder may be entitled to pass responsibility back to the card-issuer when the 
losses are attributable to the acts of the latter’s representatives or where (cases of fraud aside) the loss of the 
payment card was ‘not detectable’ by the cardholder: ibid., reg. 77(2). 

3 Ibid., reg. 73(1)(a). 434 Thid., reg. 73(1)(b). 

^ Ibid., reg. 73(1)(c). There is additionally an obligation on the card-issuer to provide some means for the 
cardholder to prove that it had made the relevant disclosure concerning the loss, theft, or misuse of the pay- 
ment card: see ibid., reg. 73(1)(d). 

#6 Tbid., reg. 73(1)(f). “7 Tbid., reg. 77(4). 488 Consumer Credit Act 1974, s. 66. 

1 Payment Services Regulations 2017, 2017 SI No 752, reg. 73(2). 
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unauthorized payment and recredit any funds debited from the cardholders account.” 
In this regard, the card-issuer bears the onus of showing that the use of the payment card 
was in fact authorized by the cardholder, that the details of its use are accurately reflected 
in the card-issuer’s records and that the transaction was not caused by a ‘technical break- 
down or some other deficiency.’ Accordingly, the mere fact that the card-issuer’s records 
show that the payment card was used by the cardholder is insufficient to prove that its use 
was in fact authorized by the cardholder.*” By way of exception to this general position, 
the cardholder will bear responsibility up to a maximum of £35 if the unauthorized use of 
the payment card results from the customer's card, PIN, or other security features being 
lost, stolen, or misappropriated,” although the customer will not be responsible for any 
losses arising after the card-issuer has been notified of the card’s loss or theft." That said, 
the cardholder will be responsible for ‘all losses’ when the issuer can show that the relevant 
customer has acted fraudulently or has intentionally or with gross negligence failed to use 
the payment card or account in accordance with its terms, to keep the PIN or security 
features safe or to inform the card-issuer ‘without undue delay on becoming aware of the 
loss, theft, misappropriation or unauthorized use’ of the payment card.” Even where there 
is no such traud or gross negligence, the customer must inform the card-issuer ‘without 
undue delay, and in any even no later than 13 months after the payment, to retain his or 
her right to a refund. Where the payment card is regulated by the CCA 1974, however, 
the liability regime under the PSR 2017 is effectively displaced.*” Like the PSR 2017, the 
starting point of the liability regime under the CCA 1974 is that the cardholder is not 
liable for losses resulting from the misuse of a payment card by an unauthorized third 
party. In circumstances where the payment card qualifies as a ‘credit-token, which was 
considered in detail earlier, the card-issuer is entitled to insert a provision into the pay- 
ment-card agreement making the cardholder responsible for any losses up to £50” or 
for losses attributable to a person acquiring the ‘credit-token’ with the cardholder's con- 
sent.” A cardholder will not, however, be liable for any losses arising after the card-issuer 
was informed that the ‘credit-token’ had been lost, stolen, or otherwise liable to misuse.*”’ 
Accordingly, while the CCA 1974 and PSR 2017 establish similar liability regimes, there 
remains the distinction that the circumstances in which the cardholder will bear the losses 
apply automatically under the PSR 2017, whereas this can only be achieved contractually 
under the CCA 1974. 


(ii) Inter-bank network relationship 


One of the significant features of modern payment cards is the network contracts that have 
been established between the various card-issuers in order to enable their cards to be used 
in a variety of different ways and at an increasing number of outlets. One example is the 
network agreement that exists between banks domestically and internationally permit- 
ting cardholders to withdraw funds from ATM machines operated by third parties.” It 
is likely that the money-issuing bank acts as agent of the card-issuing bank in dispensing 


4% Tbid., reg. 76. 41 Tbid., reg. 75(1). 2 Tbid., reg. 75(3). 43 Ibid., reg. 77(1). 

44 Ibid., reg. 77(4)(a). 45 Thid., reg. 77(3). #6 Ibid., reg. 74(1). 4” Tbid., reg. 64. 

48 Consumer Credit Act 1974, s. 83. See generally C. Reed, ‘Consumer Electronic Banking, in C. Reed, I. 
Walden, and L. Edgar (eds.), Cross-Border Electronic Banking (2nd edn., London, LLP, 2000). 

499 Consumer Credit Act 1974, s. 84(1). 500 Consumer Credit Act 1974, s. 84(2). 

50! Consumer Credit Act 1974, s. 84(3). 

52 See E. P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford 
University Press, 2011), 661. See also H. Rowe, ‘Legal Issue Between Banks Sharing Networks’ [1990] 7 
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the funds (although the precise terms of that agency will be determined by the network 
contract) and the money-issuing bank probably enters into a unilateral contract with the 
cardholder for the dispensing of the money.’ A more significant example is the develop- 
ment of the Visa and Mastercard network agreements for credit (and increasingly debit) 
cards, which will usually entail a four-party credit card transaction whereby suppliers are 
increasingly recruited to the particular credit-card network (and thereby entitled to accept 
those network cards by way of payment for goods and services) by a financial intermedi- 
ary (termed a ‘merchant acquirer’) rather than by the card-issuer directly. Pursuant to the 
terms of a merchant services agreement between the merchant acquirer and the supplier, 
the merchant acquirer undertakes to reimburse (less a ‘merchant service fee’) the supplier 
for any goods supplied to a cardholder with a card displaying the logo of the relevant 
network and in its turn to seek reimbursement (less an ‘interchange fee’) from the rele- 
vant card-issuer pursuant to the terms of the network agreement in question.” In recent 
years, merchant acquirers and card-issuers have launched a concerted challenge against 
the setting of inter-change fees by the network on the basis that this is anti-competitive." 
The card-issuer will then seek reimbursement from the cardholder pursuant to its stand- 
ard-form agreement. The network agreement will also govern the transfer of information 
across the network, the settling of inter-bank liabilities between network members, and 
the extent to which a network member can ‘charge-back’ any amounts wrongfully paid 
to the merchant acquirer or supplier.*” Even when the credit card transaction does not 
involve a merchant acquirer, the network agreement will nevertheless provide a critical 
backdrop for the card-issuer’s dealings with the cardholder and supplier. 


(iii) Card-issuing bank-supplier relationship 


As indicated earlier, a supplier that is entitled to accept payment cards will provide goods 
and services upon presentation of those cards and in return the card-issuer (or the mer- 
chant acquirer depending upon the circumstances) will reimburse the supplier, less its 
fees. Accordingly, the supplier will have a contractual claim against the card-issuer/mer- 
chant acquirer. This claim does not, however, arise derivatively by virtue of an assign- 
ment of the cardholder's rights against the card-issuer, but arises out of the terms of the 
merchant services agreement between the bank and the supplier. Before being entitled to 
payment, that agreement will also usually impose obligations on the supplier to verify the 
customer's identity (which, in the past, involved checking the signature on the card, but 
nowadays is effected electronically through a PIN or contactless payment), obtain author- 
ization if the payment card is over its limit, ™ and check whether the card is on a stop list as 


5 See E. P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (Sth edn., Oxford, Oxford 
University Press, 2011), 661. 

° Sainsburys Supermarkets Ltd. v. Mastercard Inc [2016] CAT 11, [6}-[11]. 

*°° Commissioner for Customs and Excise v. FDR Ltd. [2000] BTC 5277, [6]-[18]; United Bank of Jamaica 
Ltd. v. Dalton Yap (Privy Council Appeal No. 17 of 2001), [7]; Office of Fair Trading v. Lloyds TSB Bank plc 
[2008] 1 Lloyd’s Rep 30, [23]; NSB Ltd. v. Worldpay Ltd. [2012] EWHC 927 (Comm), [3]-[4]; Arcadia Group 
Brands Ltd. v. Visa Inc [2015] EWCA Civ 883, [3]-[4]; Sainsbury's Supermarkets Ltd. v. Mastercard Inc [2016] 
CAT 11, [6]-[11]. 

5% See, e.g., Case C-382/12 P, MasterCard Inc v. Commission [2014] 5 CMLR 23; Sainsburys Supermarkets 
Ltd. v. Mastercard Inc [2016] CAT 11. See further Ch. 12, section IV.D earlier. 

°°” Office of Fair Trading v. Lloyds TSB Bank plc [2008] 1 Lloyd’s Rep 30, [36]-(37]; Lancore Services Ltd. 
v. Barclays Bank plc [2009] EWCA Civ 752, [16]; The Governor & Company of The Bank of Scotland v. Alfred 
Truman (a firm) [2005] EWHC 583 (QB), [2], [5]-[11], [125]; NSB Ltd. v. Worldpay Lid. [2012] EWHC 927 
(Comm), [3]-[4]. 

58 Consider Payment Services Regulations 2017, 2017 SI No 752, reg. 68. 
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stolen (although this is largely automated nowadays). Nevertheless, there are two potential 
sources of friction arising out of this relationship: first, there may be disputes arising out 
of the operation of the ‘charge-back’ provisions in the merchant services agreement and in 
particular whether the bank is entitled to charge-back particular payments (such as when 
it transpires that the supplier is involved in some form of illegal activity);*” and, secondly, 
the issue may arise (particularly in the context of a card-issuer’s insolvency) as to whether 
the supplier retains his right to proceed against the cardholder for the price of the goods or 
services or whether the supplier's rights are exclusively against the card-issuer. That issue 
was considered in Re Charge Card Services Ltd." in which the Court of Appeal refused 
to analogize payment by credit card with payment by documentary letter of credit, and 
instead adopted the analysis of Millett J in the lower court to the effect that payment by 
credit card amounted to absolute, rather than conditional, payment.*"' This is arguably the 
correct legal position as it accords with the parties’ expectations that the supplier will look 
to the card-issuer, rather than the cardholder, for payment and that the cardholder will 
discharge his payment obligation on a periodic basis to the card-issuer. 


IV. ELECTRONIC FUNDS TRANSFERS 


Electronic funds transfers take two basic forms: a ‘push or credit transfer (where the pay- 
ment is initiated by the payer) and a ‘pull’ or debit transfer (where the payment is initi- 
ated by the payee). Examples of the former include a standing order or a credit transfer, 
whereas the latter includes direct debit arrangements.*'? As well as there being different 
species of funds transfer, there are also a number of domestic payment systems that can 
be used to effect those transfers. The principal UK mechanisms are CHAPS, which is used 
for large sterling-denominated credit transfers;*!* BACS, which deals with medium-sized 
credit transters and direct debits; and the more recently introduced ‘Faster Payments’ 
system,’'’ which is used for the round-the-clock virtually instantaneous transfer of small 
payments by mobile, internet, or telephone.*'® The ease of making a ‘Faster Payment’ has 
been improved by the development of ‘Paym, which permits mobile payments simply by 
using a payee’s mobile phone number (which has been linked to their account) without the 
need for a sort code or account number.” 


50 See, e.g., Lancore Services Ltd. v. Barclays Bank plc [2009] EWCA Civ 752. 

510 Re Charge Card Services Ltd. [1989] Ch 497. Whether there is a general presumption in favour of condi- 
tional payment remains open: see Ch. 12, section II.A(iii) earlier. 

511 Customs e& Excise v. Diners Club Ltd. [1989] 2 All ER 385, 394. 512 See Ch. 12, section I.B earlier. 

53 The CHAPS payment system is operated by CHAPS Co Ltd: see chapsco.co.uk. Other large-value credit 
transfer systems include CHIPS and Fedwire in the United States (for dollars) and TARGET2 in the European 
Union (for euros): see Ch. 12, section III.B earlier. 

514 The BACS payment system is operated by BACS Payment Schemes Ltd: see www.bacs.co.uk. In recent 
years, given the operation of direct debits by BACS, the focus has been on the development of the ‘Current 
Account Switch Service’: see BACS, Current Account Switch Service Figures Published (26 July 2017). Prefunding 
has been introduced in 2015 for the BACS system to reduce the risk of settlement failure between participants: 
see Ch. 12, section III.B earlier. 

515 Although the ‘Faster Payments’ system was originally overseen by the CHAPS Clearing Company Ltd, 
responsibility was transferred to the Faster Payments Scheme Ltd in 2011. For the growth of such payments, 
see fasterpayments.org.uk. 

516 Committee on Payments and Market Infrastructures, Fast Payments—Enhancing the Speed and 
Availability of Retail Payments (Basle, Bank for International Settlements, 2016), 22. 


517 See paym.co.uk. 


406 PRINCIPLES OF BANKING LAW 


In relation to credit transfers, there are four key issues to cover, namely the legal nature of 
a funds transfer; the nature of the relationships in a funds transfer; the liability that may 
result from the defective or unauthorized execution of an electronic funds transfer; and 
the point at which the transfer becomes irrevocable and (assuming this is effectively the 
same thing) discharges the debt due. The issues are considered more briefly than previous 
sections given that some of them, such as the terminological confusion and the regulation 
of payment systems and their operators, have been considered elsewhere.*"® 


(i) The nature of electronic funds transfers 


As regards the first question concerning the nature of a funds transfer, three possibilities 
have been flagged up in the authorities and literature. First, there have been suggestions 
in the United States that a funds transfer should be treated as a negotiable instrument 
in the same way as a cheque.*"’ Not only has this view become less tenable in the United 
States,” but it is not a possibility that is likely to be available in the United Kingdom 
given the current definition of a negotiable instrument as an ‘unconditional order’ in 
writing, addressed by one person to another, instructing the addressee to pay a certain 
sum in money.” Accordingly, the need for writing effectively precludes this character- 
ization. Alternatively, there have been suggestions (again largely in the United States)** 
to the effect that a funds transfer might operate by way of an assignment of the payer's 
rights against his bank. 

This suggestion has, however, been authoritatively rejected by the House of Lords in R v. 
Preddy,” in which the defendant had deliberately given false information to lending insti- 
tutions in order to obtain mortgage lending and was subsequently charged with obtaining 
or attempting to obtain mortgage advances by deception.** The relevance of Preddy for 
present purposes is that, after the advances were approved, they were paid, not in cash, but 
by CHAPS electronic transfer from the lending institution's account to the account of the 
defendant himself or his solicitor. In order for the offence of obtaining mortgage advances 
by deception to be committed, however, it was necessary to show that the defendants 
had ‘obtain[ed] property belonging to another’. Concluding that the offence has not been 
committed, Lord Jauncey stated ‘in applying these words [“belonging to another” to cir- 
cumstances such as the present there falls to be drawn a crucial distinction between the 
creation and extinction of rights on the one hand and the transter of rights on the other. 
It is only in the latter situation that the words apply. Accordingly, the CHAPS payment 
was not characterized as involving any direct transfer of rights from payer to payee, but 
rather as involving the extinction of the payer's rights against its bank and the creation of 
an entirely new right in the hands of the payee against his bank. This reasoning is equally 
applicable to direct debits.’ 


5E See Ch. 12, sections II, III.B, IV earlier. On the terminological issue, consider Uniform Commercial 
Code, Art. 4A. On the regulatory issues, see www.psr.org.uk. 

519 See Uniform Commercial Code, s. 4-104(a)(7). See further section II earlier. 

50 See Uniform Commercial Code, s. 4-104(a)(9), Official text (1990). 

%1 Bills of Exchange Act 1882, s. 3. 

2 Delbrueck v. Manufacturers Hanover Trust Co, 609 F. 2d 1047, 1051 (2nd Cir., 1979); Richards v. Platte 
Valley Bank, 866 F. 2d 1576, 1580 (10th Cir., 1989); State of Ohio v. Warner, 55 Ohio St. 3d 31, 45-6 (Ohio Sup. 
Ct., 1990). 

53 Rv. Preddy [1996] AC 815. 5⁄4 Theft Act 1968, s. 15(1). 

°° Mercedes-Benz Finance Ltd. v. Clydesdale Bank plc [1997] CLC 81. 
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(ii) Relationships underlying electronic funds transfers 


As regards the issue of the relationships created by a funds transfer, like payment cards, 
there is a matrix of contractual relationships. First, there will be an underlying contract for 
goods or services between the payer and the payee in respect of which payment is made. 
Secondly, there will be contractual relationships between the payer and its bank and the 
payee and its bank respectively. These will contain the usual obligations of the banker-cus- 
tomer relationship, including a duty to exercise care when effecting a funds transfer." 
The difficulty of establishing a breach of this duty is clear, however, from Dovey v. Bank 
of New Zealand,” in which the New Zealand Court of Appeal rejected the customer’s 
argument that its bank had breached its duty of care by complying with its instructions 
using swifter electronic means, leading to the customer being caught up in the payee’s 
insolvency. Thirdly there will increasingly be contractual relationships between the paying 
bank and the receiving bank, since the transfer will nowadays take place within a payment 
system that has detailed rules governing the relations between the banks, such as exists 
with the CHAPS system.” 

It is equally clear that there is no contractual relationship between the paying bank 
and the payee. Indeed, in Wells v. First National Commercial Bank,” the Court of Appeal 
indicated that there would also not generally be any tortious duty of care owed by the pay- 
ing bank to the payee directly, although it was suggested that this might alter if there was 
evidence of dealings indicating an assumption of responsibility on the part of the paying 
bank. The position is similar in relation to the potential liability of the payee’s bank to 
the payer. In Abou-Rahmah v. Abacha,** the claimants, who were the victims of an inter- 
national fraud, instructed Gulf Bank to transfer funds to the payee, Trust International, 
by crediting the account of the defendant, the City Express Bank of Lagos, which was held 
with HSBC Bank in London. Following the defendant's release of the funds to “Trusty 
International, rather than ‘Trust International’ as was indicated in the SWIFT message, 
the payer alleged that the defendant bank had breached its common law duty of care as 
payee bank. Applying the traditional ‘threefold test’ for novel factual scenarios,“ Treacy 
J rejected the alleged duty of care on the basis that the claimants were not the defendant 
bank’s customers; there had been no contact between the parties prior to the defendant 
bank’s receipt of the funds and the bank not undertaken any ‘special responsibility’ to 
the claimant; the defendant bank received the funds as agent for its customer (as payee) 
to whom it already owed a contractual duty of care, which the bank had breached; on 
policy grounds, courts should be reluctant to impose such expansive liability on banks 
that have ‘a huge number of potential payers who can remit money without significant 
control by the bank’; and, in the absence of special circumstances, the recognition of a duty 
of care would ‘impose very heavy burdens on banks and significantly hamper their effi- 
ciency. Accordingly, whilst the existence of a common law duty of care cannot be entirely 
excluded, such a conclusion will be rare.” 


5% Royal Products Ltd. v. Midland Bank Ltd. [1981] 2 Lloyd’s Rep194. 
27 Dovey v. Bank of New Zealand [2000] 3 NZLR 641. 

28 Consider Tayeb v. HSBC Bank plc [2004] EWHC 1529 (Comm). 
529 Wells v, First National Commercial Bank [1998] PNLR 522. 

530 Abou-Rahmah v. Abacha [2006] 1 Lloyd’s Rep 484. 

“31 Caparo Industries plc v. Dickman [1990] 2 AC 605. 

532 So y. HSBC Bank plc [2009] EWCA Civ 296, {95]-[102]. 
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(iii) Defective and unauthorized execution of electronic funds transfers 


The third key issue concerns the liability for defective and unauthorized execution of elec- 
tronic funds transfers. When the PSR 2017 apply, the position with respect to unauthor- 
ized transactions is largely the same as for payment cards considered earlier,” so that the 
payer's bank is prima facie liable to refund the payer and re-credit his account,*” unless 
the payer has failed to keep the security details of his account safe, in which case he may 
bear the losses up to £35.° As with payment cards, a payer can be liable for all the losses 
flowing from the transaction if he has acted fraudulently, has failed to follow the account 
procedures according to their terms, or has failed to inform its bank ‘without undue delay’ 
that the security features relating to the account have been misappropriated.’ The respon- 
sibilities and potential liabilities of the payer are in stark contrast to those of a cheque’s 
drawer, considered earlier.*”” 

An issue that was not considered earlier, but that may have application to payment cards 
also, is the allocation of responsibility between banks and their customers for the defective 
execution of authorized payment instructions. When the payment operates by way of credit 
transfer, unless it can establish that the funds have reached the payee’s bank,*™ the payer's 
bank is prima facie liable to refund ‘without undue delay’ the amount of the payment, to re- 
credit its customer’s account, and to make immediate efforts to trace the payment transaction 
and notify the payer of the outcome.*” If the payer's bank can prove that the funds reached 
the payee’s bank, then the latter bank is liable to the payer.” A similar situation applies when 
the payment is made by direct debit, rather than credit transfer.“ A particular difficulty, 
however, in the context of defective credit transfers, concerns when the funds are misdirected 
as a result of the payer providing incorrect details about the payee or the payee’s account 
(termed ‘unique identifiers’ in PSR 2017).** The position under the PSR 2017 is relatively 
clear, namely that as long as the paying bank has acted in accordance with the account num- 
ber and sort code on the transfer instruction, the paying bank is not liable to its customer.” 
Moreover, where additional information is provided, such as the name of the payee, the pay- 
ing bank is entitled to ignore that information, but is obliged to make reasonable efforts to 
recover the misdirected funds and may charge for that service.** In the event that those efforts 
prove fruitless, the payer's bank must provide ‘all relevant information to enable its customer 
to reclaim payment of the funds." Where the PSR 2017 are disapplied, the issue is governed 
by the recent decision in Tidal Energy Ltd. v. Bank of Scotland ple in which Tidal Energy 
owed its supplier, Designcraft Ltd., the sum of £217,781.57 and completed a CHAPS transfer 
form inserting the suppliers name and bank details. While the intended payee’s name was 
correctly entered on the form, the account and sort code provided by the payer belonged to 
a different person, to whom the funds were ultimately paid. Tidal Energy wanted its account 
re-credited. A majority of the Court of Appeal concluded that, when a customer makes a 
CHAPS transfer, he impliedly agrees to the rules of the clearing house, even though he is 


See further section III earlier. 


°’ Payment Services Regulations 2017, 2017 SI No 752, reg. 76. 5s Ibid., reg. 77(1). 

°° Jbid., reg. 72(1). 57 See further section II earlier. 

58 Payment Services Regulations 2017, 2017 SI No 752, reg. 90(2)-(3). 5 Ibid., reg. 90(3), (8). 
“9 Ibid., reg. 90(5). 5 Ibid., reg. 92. 52 Ibid., reg. 2(1). 53 Ibid., reg. 90(2). 
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56 Tbid., reg. 90(4). 
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not formally a party to them. Accordingly, as the CHAPS rules and wider banking practice 
indicated that banks processed electronic payments ‘straight through’ on the basis of account 
identifiers alone, ignoring anything else, the payment was valid. The merit of that stance 
is that it accords with the PSR 2017, even though the PSR regime had been disapplied in 
this case. Floyd LJ, dissenting, considered that the bank had to re-credit the account, since 
its liability as agent to act in accordance with its mandate was strict, so that a paying bank 
could only escape liability if it transferred funds to an account matching all of its instruc- 
tions (including the intended payee’s name), even if that was not actually possible (as in Tidal 
Energy itself). His Lordship rejected in particular the suggestion that banks could effectively 
rely on the CHAPS rules ‘as a private agreement to affect the rights of customers. 

As an appeal to the Supreme Court was subsequently abandoned, it remains necessary to 
choose between these approaches, especially as the PSR 2017 will often be disapplied in prac- 
tice. In this regard, it is suggested that the majority's reasoning should be rejected on the basis 
that (unlike Floyd LJ’s approach) it is at odds with the view expressed previously in Barclays 
Bank plc v. Bank of England™* and Turner v. Royal Bank of Scotland plc*” that banks should not 
generally be permitted to ‘cut down’ their customers’ rights by means of a private agreement 
between themselves. That said, although the majority's reasoning is flawed, they arguably 
reach the correct conclusion given the position now adopted by the PSR 2017 and given the 
fact that such a conclusion puts the onus on the party best placed to check the accuracy of the 
payee’ details. Indeed, a more secure common law basis for the majority's conclusion might 
be found in London Joint Stock Bank Ltd. v. Macmillan, on the basis that a customer who 
is negligent in drawing his payment instruction to his bank should bear the consequences of 
that negligence. Whilst Macmillan admittedly involved a cheque rather than a funds transfer, 
there is no reason why that decision could not equally be expanded to other forms of pay- 
ment mechanism. Indeed, there are already signs of such a development.”*' Accordingly, Tidal 
Energy is correctly decided, but for the wrong reasons. 


(iv) Countermand and discharge 


The final key issue relates to when a funds transfer becomes irrevocable or when it is 
effective to satisfy the requirements of the contract and/or discharge the underlying 
debt. As the courts have tended to treat the two issues separately, that structure will be 
adopted below. 

As regards the issue of revocability or countermand of a payment instruction, the judi- 
cial attention to date has focused on the common law position. The PSR 2017 also now 
impacts on that question, since it contains rules governing when a funds transfer may 
be revoked. As a general rule, a payer may no longer revoke a credit transfer once that 
payment instruction has been received by its bank, unless the bank agrees to its revo- 
cation.°* This accords with the presence of clear execution times in the PSR 2017°° and 
effectively means that once the payment instruction has ‘hit the system’ it can no longer 
be withdrawn. This accords with the way in which the CHAPS and ‘Faster Payments’ sys- 
tems work, since the rules of those payment mechanisms expressly provide that once the 
payment instruction has entered the system it is irrevocable.™ As regards direct debits, 
these can be revoked up to the end of the day before the funds are to be debited from the 


548 Barclays Bank plc v. Bank of England [1985] 1 All ER 385, 394, considered in Ch, 12, section II.C 
earlier. 
54 Turner v. Royal Bank of Scotland plc [2001] 1 All ER (Comm) 1057. 
550 London Joint Stock Bank Ltd. v. Macmillan [1918] AC 777. 
51 Consider ASB Securities Ltd v. Geurts [2005] 1 NZLR 484. 
582 Payment Services Regulations 2017, 2017 SI No 752, reg. 67(3). 53 Ibid., regs. 86-9. 
54 Tayeb v. HSBC Bank plc [2004] EWHC 1529 (Comm). 
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payers account, unless the consent of both the payer's bank and the payee is obtained.“ 


The PSR 2017 accordingly places the moment of irrevocability at the point where the 
transaction is initiated. 

Despite the clarity of the PSR 2017 position, it remains necessary to consider the com- 
mon law position, given that the regulations may either not apply in the first place or may 
be disapplied. The starting point for the common law is that, if the rules governing the 
particular transfer make provision about the point up to which a payment may be coun- 
termanded, the courts will apply those rules to the situation before them.™ Where no 
such express rules govern, the common law position is much less certain.” An early deci- 
sion in this regard is Rekstin v. Severo Sibirsko Gosudarstvennoe Akcionernoe Obschestvo 
Komseverputj,* in which a bank customer/payer instructed his bank to transfer the total 
credit balance of his account to an account maintained with the same branch in the name 
of another customer. After the bank had effected the transfer by making the required 
ledger entries, but before notification was given to the payee, a judgment creditor served 
an interim third party debt order attaching the payer’s account balance. The essential ques- 
tion was whether the transfer was effective (in which case there was nothing left to attach) 
or whether the payer's credit balance had not yet been transferred and so was subject to 
attachment still. The Court of Appeal agreed with the latter view. Lord Hanworth MR 
stressed the unusual facts of the case, namely that the payer did not in fact owe any debt to 
the payee, with the result that there was no evidence to suggest that the payee had antici- 
pated payment or assented to the transfer, so that there was nothing indicating that the 
payee bank had authority to receive the funds for the payee or hold the amount involved 
for it. Accordingly, Rekstin appeared to suggest that there had to be a specific manifest- 
ation of the payee’s assent to receipt of the payment before the transfer could be considered 
complete. 

That position was softened somewhat in Momm v. Barclays Bank International Ltd.,*°° 
which involved a funds transfer pursuant to a currency exchange transaction that was 
actually credited to the payee’s account. When the payer suspended its operations, the 
payees bank reversed the credit entry and, although the payee did not know of the credit 
entry at the time, it sued the payee bank when it subsequently became aware of the trans- 
fer’s reversal. It was argued, on the basis of Rekstin, that, as the payee was unaware of 
the payment, it could not be considered complete and was therefore reversible. Kerr J 
stressed the unusual facts in Rekstin, namely that the payee knew nothing of the pro- 
posed funds transfer because there was no underlying transaction between the payer and 
the payee. Accordingly, his Lordship considered that the position in Momm was different 
because the payee was aware that a payment would be received at some point in relation 
to the currency exchange contract and had specifically designated that payment should 
be made into its account held at the defendant bank. Accordingly, although the payee was 
not aware of the credit entry when it was made, the circumstances suggested that its bank 
had authority to receive the payment. This suggests that receipt by an authorized agent is 
enough to complete the transaction. 

In Momm, the fact that the underlying contract between the payer and the payee spe- 
cifically referred to the account into which payment had to be made was strong evidence 
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that the recipient bank had authority to receive that payment, but there has been some 
pressure to develop a wider notion of implied authority on the part of banks that does not 
depend upon such specific designation. In particular, in Royal Products Ltd. v. Midland 
Bank Ltd.,* where the payer was seeking to have its account recredited on the basis that 
its instructions to transfer funds to its account with another bank had not been carried 
out, since the recipient bank had never been specifically notified of (or consented to) the 
receipt of the funds, Webster J stated that the recipient bank had been ‘impliedly author- 
ized by the customer to accept that credit by virtue of the fact that the customer [had] a 
current account with it: This suggests that the mere holding of an account with a bank 
might be enough to confer upon it authority to receive payments, with the result that the 
transfer should be complete from the moment of its receipt by the payee’s bank. That state- 
ment in Royal Products has to be viewed, however, in light of the special circumstances 
operating in that case, namely that the payer and payee were one and the same. Indeed, in 
subsequent cases, where the payer and payee have not been the same person, the courts 
have refused to endorse any general principle that simply holding an account with a bank 
is sufficient to confer upon it authority to receive a payment. This was made clear by Judge 
Rich in Customs and Excise Commissioners v. National Westminster Bank plc**' and more 
recently by Clarke J in PT Berlian Laju Tanker TBK v. Nuse Shipping Ltd Such authority 
must accordingly be found in some additional feature of the surrounding circumstances. 
In summary, at common law, a funds transfer is likely to be complete and therefore irrev- 
ocable when the funds are made available to the payee’s bank and accepted by it on behalf 
of the payee and with the payee’s authority. 

Beyond disputes between a payer and its bank as to whether a payment has been com- 
pleted so as to be irrevocable, the issue has also arisen between the payer and the payee as 
to whether the funds transfer has discharged the debt between them (and accordingly is 
effective payment) or as to whether the payment complied with a time stipulation in the 
underlying contract. The receiving bank’s authority appears relevant to these issues also. 
In The Laconia,’ the payee’s bank received a telex message requiring it to credit the ship- 
owners’ account with an amount due under a charterparty. This telex was received at the 
payee’s bank after the date appointed in the charterparty, but shortly before the bank was 
given an instruction by the shipowners to refuse late payment. Although the payee’s bank 
had started taking the steps necessary to credit the payee’s account, the payee instructed it 
to return the funds. Whilst the House of Lords stressed that the steps taken by the payee’s 
bank were purely provisional and procedural (and accordingly subject to reversal), their 
Lordships also indicated that the payee’s bank lacked authority to accept the payment for 
the payee, since the bank’s authority had been withdrawn when the payment was late. In 
this context, however, there may be two exceptions to this principle that the payee’s bank 
must have actual authority. First, in The Laconia, the House of Lords accepted that, even 
where the payee’s bank did not have actual authority to receive the funds, the payment 
might nevertheless be effective by virtue of that bank's apparent or ostensible authority." 
Secondly, where the funds are retained by the payee’s bank for an unreasonable length 
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‘4 Presumably, the easiest way in which a bank could demonstrate its ostensible authority is by pointing 
to the fact that the payee has an account with it, yet this would lead to a position that has been rejected by the 


courts more recently. 
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of time (as suggested in The Laconia) or are actually used by the payee, this may amount to 
acceptance of the payment and the ratification of the bank's actions.*® 

Unlike in the countermand scenario considered earlier, where authority is essen- 
tially enough to complete the payment, this is not of itself sufficient when the dispute is 
between the payer and payee. This was authoritatively decided by the House of Lords in 
The Chikuma,* which again concerned the payment for a chartered vessel by the char- 
terer. The payment was due in Rome on 22 January 1976 and the payer's bank transferred 
funds on that day, but the ‘value date’ of the transfer (in other words, the date from which 
the funds would earn interest for the payee) was stated as being four days later. The ship- 
owner rejected the transfer as being out of time and the House of Lords agreed. Lord 
Bridge stated that ‘(t]he book entry made by the owners’ bank on January 22 in the owners’ 
account was clearly not the equivalent of cash, nor was there any reason why the owners 
should have been prepared to treat it as the equivalent of cash. It could not be used to earn 
interest, e.g. by immediate transfer to a deposit account. It could only be drawn subject to a 
(probable) liability to pay interest. In substance it was the equivalent of an overdraft facility 
which the bank was bound to make available. Accordingly, the payment is only complete, 
as between the payer and payee, once the payee has unconditional use of the funds and can 
draw on them without restriction in the same way as cash. 

Whilst the principles to be extracted from these common law cases is tolerably clear, the 
courts are yet to articulate whether there is any clear justification for a different approach 
according to whether the dispute arises between the payer and his bank or between the 
payer and payee.*” 
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TSB Bank of Scotland plc v. Welwyn Hatfield District Council [1993] Bank LR 267. 


A/S Awilco of Oslo v. Fulvia SpA di Navigazione of Cagliari, The Chikuma [1981] 1 WLR 314. 
For further analysis of this issue, see Ch. 12, section III earlier. 
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LENDING 


Lending is central to a bank's business. A bank's loans will typically be its most significant 
assets. Depending on their nature, and in the absence of repayment problems, loans can 
produce a steady stream of income. Of course, not all banks lend exclusively for this pur- 
pose. In some jurisdictions, banks may be subject to credit controls that require loans to 
be extended to prescribed classes of borrower for purposes that may or may not be tied 
to the creditworthiness of those borrowers. Such ‘directed credit’ programmes have been 
a feature of the regulatory environment in many emerging and growth markets, and have 
been linked with the prevalence of non-performing assets in bank loan portfolios in those 
markets.' The focus of this chapter is on lending in more liberalized markets, where banks 
enjoy greater autonomy in their choice of borrower, the terms on which they lend, and the 
exercise of remedies on a borrower's default. 

The chapter is further focused on commercial lending by banks, and thus does not 
consider the additional issues that arise in relation to consumer lending (some of which 
were touched upon in Part II).° In many jurisdictions, bank loans are the main source 
of external finance for businesses—particularly for small and medium-sized enterprises 
whose size prevents them from being able to (cost effectively) raise finance in the capital 
markets.’ For jurisdictions in the euro area, for example, bank finance remains the most 
commonly utilized form of external finance for SMEs." In such jurisdictions, contractions 
in commercial lending by banks (such as those provoked by the GFC and Eurozone crisis) 
may have significant ramifications for the real economy. 

Commercial lending by banks can take various forms. Bankers often use the generic 
term ‘facility’ to describe them all. The most basic is the term loan, where a specified 
maturity date sets the time for ultimate repayment. Term loans vary from the short term 
(bridging finance, working capital, trade finance) through the medium term (two to five 
years for working capital, some capital expenditure), to the long term (project finance, 
capital expenditure). A term loan can have a fixed repayment schedule, which may require 
payment by way of equal instalments (‘amortized’ repayment), increasing instalments 
(‘balloon’ repayment), or in a single payment on maturity (‘bullet’ repayment).’ It can also 


| See, e.g., G. Caprio and R. Levine, ‘Reforming Finance in Transitional Socialist Economies’ (1994) 9(1) 
World Bank Research Observer 1. 


? See Chapter 7, Section III. 

3 E, Ferran and L. C. Ho, Principles of Corporate Finance Law (2nd edn., New York, Oxford University 
Press, 2014), 270 on the UK position. The rise of online peer-to-peer lending platforms is changing this: see, 
e.g., B. Zhang et al., Pushing Boundaries: The 2015 UK Alternative Finance Industry Report, 9 reporting that 
peer-to-peer business lending supplied the equivalent of 13.9 per cent of bank loans extended to small busi- 
nesses in 2015. 

4 See European Central Bank, Survey on the Access to Finance of Enterprises in the Euro area, October 2015- 
March 2016, June 2016, Chart 9. 

5 E. P. Ellinger, E. Lomnika, and C. V. M. Hare, Ellinger’s Modern Banking Law (5th edn., New York, Oxford 


University Press, 2011), 773. 
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be a revolving facility, such that during its term the borrower can repay amounts but then 
re-borrow, so long as the overall limit of the facility is not exceeded. Thus the revolving 
credit facility is akin to the overdraft, which is a loan facility attached to a current account 
that enables a customer of a bank to overdraw the account (so that it is in debit, rather than 
credit) up to a set ceiling. But there is a vital difference: while a revolving credit facility is 
for a fixed period, the overdraft is generally speaking repayable on demand.° It has been a 
criticism of British banks that, unlike, for example, the German and Japanese banks, they 
have favoured overdraft lending at the expense of providing more certain, and longer-term 
financial backing for business.’ 

These, then, are the basic forms of commercial loan facility: term loans, revolving facili- 
ties, and overdrafts. They may be made available as individual facilities or in combination, 
as where a number of credit facilities are combined into a ‘multi-option’ facility for a bor- 
rower. The agreements establishing commercial loan facilities vary considerably in their 
level of detail: for a simple overdraft the facility letter may be short or non-existent;” for a 
multiple option facility it may be 100 pages or more. For the more complex facility agree- 
ments, industry associations have developed standardized documentation to facilitate the 
negotiation of terms between banks and borrowers: the Loan Market Association has, for 
example, successfully developed a range of template documents for the primary and sec- 
ondary syndicated loan markets in Europe, the Middle East, and Africa. But in all cases, 
whatever the level of detail required and whether or not standardized documentation is 
available, there are certain core issues that arise in the negotiation and operation of com- 
mercial loan facility agreements. This chapter aims to draw out these core issues, begin- 
ning with some of the issues that arise in the negotiation of the agreement. 


I. NEGOTIATION OF THE AGREEMENT 


A. ACTORS IN THE NEGOTIATION 


The terms of a bilateral loan (one involving a borrower and single lender bank) may be 
negotiated directly between the borrower and the bank’s officials. As a matter of con- 
tract, the law of agency will determine whether the bank’s officials had actual or apparent 
authority to bind the lender in purporting to approve a loan.” More complex issues arise in 
relation to syndicated loans, where an additional actor—the ‘arranging’ bank or banks— 
will be involved in the negotiation of the terms of the facility. 

The arranging or ‘lead’ bank will be given a mandate (typically in the form of a ‘letter 
of mandate’) by the borrower to form a syndicate for the financing on stated terms, which 
may be set out in a term sheet." In large financings, the arranging bank may also be given 
flexibility to negotiate the loan facility on different terms where it considers it advisable to 
do so to achieve a successful syndication (a ‘market flex’ provision).'' The borrower may 


€ See further later, text on p. 422 to n 47. 

” See generally, e.g., M. Collins, Banks and Industrial Finance in Britain 1800-1939 (London, Macmillan, 
1991); P. Marsh, Short-Termism on Trial (London, Institutional Fund Managers’ Association, 1990). 

* As in the case of an ad hoc overdraft facility, constituted where the borrower makes a payment request 


that would take an account into debit without a pre-arranged facility, and the request is honoured: see later, 
text on p. 418 to n 23, 


? See Ch.7, Section II.B. 

° P, Wood, International Loans, Bonds, Guarantees, Legal Opinions (2nd edn., Sweet & Maxwell, London, 
2007), [1-005]. 

" Tbid., [1-006]. 
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be required to undertake not to attempt to raise finance through other means while the 
arranging bank enjoys the borrower's mandate (a ‘clear market’ provision)."? For its part, 
the arranging bank will usually undertake to use reasonable or best endeavours” to effect 
the customer's aims. English law does not regard a contractual obligation to use reasonable 
or best endeavours to perform" as too uncertain, although the object to be achieved must 
be definite.'* An agreement to put a bank syndicate together would be definite enough, and 
thus an enforceable legal obligation. An obligation to use reasonable endeavours might be 
interpreted as requiring the bank to take ‘one reasonable course, not all of them’ to achiev- 
ing the aim of forming the syndicate.'* As for best endeavours, one interpretation is that 
that demands a much greater effort—a near absolute commitment. The more generally 
accepted interpretation is that contained in the UNIDROIT Principles of International 
Commercial Contracts," that under a duty of best endeavours in performance of an activ- 
ity, a party must make all such efforts as would be made by a reasonable person of the same 
kind in the same circumstances, but that there is no absolute obligation to achieve the aim. 
Thus best endeavours requires the bank to place itself in the shoes of the customer, but not 
so as to tarnish its image as a bank. For example, in using best endeavours to put a syndi- 
cate together an arranging bank would need to leave no stone unturned (taking all, rather 
than only one, reasonable course open to it), but would not be obliged to engage in such 
tactics as would alienate other banks or otherwise damage its own commercial interests.'” 

Sometimes the lead bank has a dual role as both arranger and as financial adviser to the 
borrower. Is it caught by any conflict of interest because of the two roles it performs? In 
other words, can a borrower subsequently claim that, in advising on the structure of the 
finance, negotiating with sources of finance, developing or reviewing documentation, and 
so on, the bank acted in a manner which precluded the customer from obtaining a better 
deal? In investigating potential sources of finance as arranger, the bank is acting as the bor- 
rowers agent.~” It is thus in principle subject to fiduciary duties: one aspect is that it must 
avoid a contlict between its own interest in providing the finance itself, and its duty to the 
borrower in obtaining the best terms. However, it may be possible to imply a term limit- 
ing the scope of the bank's fiduciary duties into a written contract if there is some ‘trade 
usage, not inconsistent with the written terms. The position whereby a bank acts in both 
roles—as adviser and as arranger—is common in the market, so that it is arguable that 
‘trade usage’ supports the assumption by a bank of a dual capacity. Perhaps the simplest 


12 Tbid., [1-005]. 

3 A further possibility is a promise to use ‘all reasonable endeavours, which might possibly be equated 
with a ‘best endeavours’ obligation: see Rhodia International v. Huntsman [2007] EWHC 292 (Comm); [2007] 
1 CLC 59, 79 (cf. K. Langton and L. De Marco, ‘Is an “All Reasonable Endeavours” Obligation Best?’ (2010) 
10 JIBFL 602); see also KS Energy Services Ltd v. BR Energy (M) Snd Bhd [2014] SCGA 16 (Singapore Court 
of Appeal). 

14 As opposed to an agreement to use best endeavours to negotiate, which would not be enforceable in 
English law: see later, text on p. 421 to n 39. 

i5 Jet2.com Ltd v. Blackpool Airport Ltd [2012] 1 CLC 605; [2012] EWCA Civ 417. 

16 Rhodia International v. Huntsman (n 13), para. 33; A. McKnight, ‘Commitments to Lend in Troubled 
Times’ (2009) Law and Financial Markets Review 148, 150. 

17 (Rome, UNIDRIOT, 2010), Art. 5.1.4(2): see L. Gorton, ‘Best Efforts’ [2002] JBL 143, 152-62. 

18 Rhodia International v. Huntsman (n 13), para. 33. 

19 Though the extent to which the bank is permitted to take into account its own interests may vary accord- 
ing to the terms of the agreement: Jet2.com Ltd v. Blackpool Airport Ltd (n 15), para. 32. 

2 The position may be otherwise where the lead bank is not also acting in an advisory capacity, though 
there is no clear consensus on the proper characterization of the relationship between arranger and bor- 
rower: see Wood (n 10), [1-009]; C. Qu, “The Fiduciary Role of the Manager and the Agent in a Loan Syndicate’ 
(2000) 12(1) Bond Law Review 86; D. Petkovic, ‘Arranger Liability in the Euro Markets’ (2008) 125(1) Banking 


Law Journal 49. 
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solution from the bank’s perspective is an explicit contractual term, enabling it to recom- 
mend itself as the source of funds. 

As agent, the bank also must act honestly, with the reasonable care, skill, and diligence 
of a banker in its position.” Say that the borrower claims subsequently that the bank’s 
advice was deliberately couched in such a way that only it, the bank, could be awarded the 
mandate. That would be an allegation of fraud, i.e. dishonesty. English lawyers are reluc- 
tant to allege fraud, and English courts reluctant to find it proven. Otherwise, subject to 
any contractual provision to the contrary, the bank is not guaranteeing the most competi- 
tive terms: it is enough that it uses the care, skill, and diligence of a reasonable banker to 
obtain such terms. 

The lead bank will also owe a duty of care to other banks who join the syndicate, 
although the terms of the contractual arrangements between syndicate members will typ- 
ically limit the extent to which syndicate members can reasonably rely on information 
provided by the lead bank.” 


B. ASCERTAINING WHEN AGREEMENT ARISES 


It is possible for a loan facility to be agreed without the express negotiation of terms by 
the parties. An example is the ad hoc overdraft facility created where a bank customer 
makes a request for payment from an account already in debit, and the bank then honours 
this request. In English law, the customer’s conduct would typically be characterized as 
a request for an overdraft facility on the bank’s standard terms, an agreement arising on 
those terms when the payment request is honoured.” 

In most cases of commercial lending, however, the terms of the facility agreement will 
be explicitly negotiated. Where that negotiation takes place over a period of time, it may be 
difficult to identify precisely when a legally binding agreement for the provision of a loan 
facility is reached.” This will be particularly so where the product of negotiations has been 
reduced to writing in a preliminary document that sets out the nature of the contemplated 
loan, and some or all of the terms to which it will be subject. Various terms are used to 
describe such documents, such as offer documents, letters of intent, heads of agreement, 
and commitment letters (the term used here). To what extent are such documents legally 
binding? This may become important where a borrower refuses to pay, or a bank refuses 
to repay, a fee referred to in the document, or where one of the parties refuses to complete 
the more formal documentation contemplated by it. 

As others have noted, there are at least three possible conclusions that could be drawn as 
to the contractual effect of a commitment letter.*° One possibility is that a commitment let- 
ter has no binding effect, and instead is a mere expression of goodwill or of the aspirations 


1 J. O'Donovan, Lender Liability (London, Sweet & Maxwell, 2005), 365. 

* P, Hood, Principles of Lender Liability (Oxford, Oxford University Press, 2012), [6.139]. 

* See the review of the authorities by Mr Justice Smith at first instance in Office of Fair Trading v. Abbey 
National PLC and ors [2008] EWHC 875 (Comm); [2008] CTLC 1, paras. 64-8. 

*4 There may of course be other (non-contractual) sources of liability arising from what is said or not said 
(or done or not done) in the pre-contractual period, some of which were explored in Chapter 10. 

3 Cf. in other contexts the letter of intent: R. Lake and V. Draetta, Letters of Intent and Other Precontractual 
Documents (2nd edn., New Hampshire, Butterworths, 1994); see also G. C. Moss, ‘The Function of Letters 
of Intent and their Recognition in Modern Legal Systems’ in R. Schulze (ed.), New Features in Contract Law 
(Germany, Sellier, European Law Publishers, 2007). 

% M. Furmston, ‘Letters of Intent’ in A. Burrows and E. Peel (eds.), Contract Formation and Parties (Oxford, 
Oxford University Press, 2010) Ch, 2; A. Schwartz and R. E. Scott, ‘Precontractual Liability and Preliminary 
Agreements’ (2007) 120 Harvard Law Review 662. 
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of one or more parties. Another possibility is that the commitment letter is itself sufficient 
to give rise to a legally binding agreement for a loan facility, notwithstanding that the letter 
contemplates further terms to be agreed, or the execution of a more formal document. The 
failure of the parties to reach such further agreement or execute a more formal document 
does not necessarily preclude a finding that an agreement was in fact reached at an earlier 
stage.” A third possibility is that the commitment letter did not give rise to or manifest 
a binding agreement, but does have some other contractual effect—for example, as an 
agreement to negotiate in good faith.“ The enforceability of the latter kind of agreement is 
considered later in Section C: the remainder of this section considers the factors that may 
help to determine whether a binding agreement for a loan facility has been reached at the 
commitment letter stage. 

There is no ‘hard and fast answer’ as to the contractual effect of a commitment let- 
ter: whether it is sufficient to give rise to a binding agreement ‘must depend on the 
circumstances of the particular case’? Sometimes, however, particular language may 
be employed to signal the approach to be taken to the interpretation of a commitment 
letter. In common law jurisdictions, the phrase ‘subject to contract’ is typically regarded 
as sufficient to signal that no agreement has yet been reached, with the result that a 
commitment letter expressed to be subject to contract would not be regarded as itself 
creating a binding agreement for a loan facility. (The position would however be other- 
wise if subsequent conduct of the parties evidenced an agreement to be bound on the 
terms of the commitment letter or on some other terms;*° additionally, there may be 
representations giving rise to a collateral contract, or some form of estoppel that arises 
to prevent the parties from denying the terms and effect of transactions envisaged by 
it."') Other similar language may not be regarded as having the same conclusive quality. 
For example, the phrases ‘subject to documentation, or ‘subject to the usual documen- 
tation’ may not preclude a finding that an agreement has already been reached. It may 
be that such phrases are properly characterized as ‘mere expression(s) of the desire of 
the parties as to the manner in which the transaction already agreed to, will in fact go 
through,” such that there is a contract—provided of course that there is sufficient cer- 
tainty as to its terms. 

In cases where a formulary approach (such as that applied in ‘subject to contract’ cases) 
cannot be used, the test will generally be whether the commitment letter was intended 
to be binding (the traditional approach of English law), or perhaps whether a binding 
letter is consistent with the reasonable expectations of the parties (the approach of some 


” Carlyle v. Royal Bank of Scotland [2015] UKSC 13, [25]. 

28 Alternatively, it might be concluded that there was no binding agreement at the stage when the commit- 
ment letter was issued, but that an agreement was later reached through conduct in reliance on the letter: see 
later, text to n 30. 

2° British Steel Corp v. Cleveland Bridge and Engineering Co Ltd [1984] 1 All ER 504, 509 (also cited in 
Furmston (n 26), 24). 

W RTS Flexible Systems Limited v. Molkerei Alois Muller Gmbh & Company KG [2010] UKSC 14; [2010] 1 
WLR 753; see also Moss (n 25), 24-5. 

31 As to which, see M. Furmston and G. J. Tolhurst, Contract Formation: Law and Practice (2nd edn., 
New York, Oxford University Press, 2016), [13.55]~[12.67] (estoppel) and [13.71]-[12.72] (collateral contracts). 

32 Von Hatzfield-Wildenburg v. Alexander [1912] 1 Ch 284, 288. 

3 See RTS Flexible Systems v. Müller (n 30), para. [45]. In English law, intent is determined objectively; in 
contrast, civil law jurisdictions are often said to treat intention as a subjective fact: see, e.g., S. Grammond, 
‘Reasonable Expectations and the Interpretation of Contracts Across Legal Traditions’ (2010) 48(3) Canadian 


Business Law Journal 345, n 20. 


420 PRINCIPLES OF BANKING LAW 


modern writers). In determining this issue, reference ought to be made to all the circum- 
stances, not just to the letter itself. The following may be relevant: 


(i) How the document is described is some indication. For example, a document expressed 
as an ‘agreement and containing a sentence ‘this is a provisional agreement until a fully 
legalized agreement is drawn up’ may well indicate an intention to be bound (in con- 
trast to, for example, the sentence ‘this letter is of no binding effect’). ‘Offer document’ 
seems to suggest less of an intention to be bound than ‘commitment letter. However, 
provision is sometimes made for the offer document to be signed as ‘accepted’ by a 
prospective borrower and returned. At that point the description ‘offer’ would become 
irrelevant in determining the issue. In some financial contexts the term ‘commitment’ 
itself does not connote a binding commitment, only a definite interest.” 


(ii) Whether the commitment letter contains a reasonably complete statement of the 
proposed terms is a good indication, but not determinative. Documents which do 
not contain all the terms which ordinarily occur in such agreements may still, in 
the light of the surrounding circumstances, be intended to be binding: ‘even if cer- 
tain terms of economic or other significance to the parties have not been finalised, 
an objective appraisal of their words and conduct may lead to the conclusion that 
they did not intend agreement of such terms to be a pre-condition to a concluded 
and legally binding agreement.” But if a term typically regarded as important is 
omitted, it is less likely that a court would regard them as having agreed to all the 
terms. Indeed, a commitment letter may contain so few of the terms which would 
be expected in the formal documentation that it cannot be said that the parties 
intended to be bound. Omission of the interest rate, the currency (in the case of an 
international loan), or the terms of repayment would be fatal in the absence of cus- 
tom or commercial usage. At the other end of the spectrum, even though the terms 
appear complete, other circumstances may negate the parties intention to be bound. 


(iii) Reference may be made to the steps preceding, and subsequent to,™ the completion 
of the commitment letter. Protracted discussions about the proposed contents of 
the letter, a considerable degree of formality, a belief by the parties that it will be 
binding, and subsequent conduct such as payment of the commitment fee pursuant 
to the letter, are some limited indications that the parties intended it to be binding. 


Just because a commitment letter is not binding does not mean that the expenses and fees 
mentioned in it are not payable. The fees may be characterized as fees payable for consid- 
ering whether to grant the proposed loan, for an ‘in-principle’ commitment to lend, or for 
the issue of the commitment letter itself. The first is straightforward: the fees are a process- 
ing cost. The second and third suggestions will no doubt be met by the objection that fees 
are not payable for what is not legally binding (an in-principle commitment, or the letter 
itself), but it is a question of the parties’ intention. 


** For an overview, see Grammond, ibid. 

” First National Mortgage Company v. Federal Realty Investment Trust, 631 F. 3d 1058, (9th Cir., 2011), 2023. 

“© Governor and Company of the Bank of Scotland v. 3i plc {1993} BCLC 968, 1022-7. 

Y RTS Flexible Systems v. Müller (n 30), para. [45]. See also the Canadian appellate decisions: First City 
Investments Ltd. v. Fraser Arms Hotel Ltd. (1979) 104 DLR 3d 617, [1979] 6 WWR 125; Accord Holdings Ltd. 
v. Excelsior Life Insurance (1983) 44 AR 368, (1985) 62 AR 234. See M. Ogilvie, ‘Canadian Bank-Lender 
Liability; in W. Blair (ed.), Banks, Liability and Risk (3rd edn., London, LLP, 2001), 287-9. 

* In English law, evidence of post-contractual conduct is not typically admissible as an aid to the construc- 
tion of a contract, but may well be admitted for the purpose of identifying whether a contract has been formed 
at all: Furmston and Tolhurst (n 31) [1-20]-[1-23]. Many jurisdictions take a more liberal approach to the 
admissibility of post-contractual conduct, such that this distinction may not need to be drawn. 
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The commercial world often places a high value on what is legally unenforceable. It is 
suggested that the non-binding commitment letter, especially from a reputable financial 
institution, is in the same category. Of itself it might be of great value to a prospective bor- 
rower in relation to third parties, for example in a takeover situation where the bidder can 
use it in negotiations over control of the target. 


C. IN THE INTERIM: AGREEMENTS TO NEGOTIATE 


As observed above, one possible interpretation of a commitment letter is that it gives rise 
not to a binding agreement for a loan facility, but instead to an agreement to negotiate (or 
to negotiate in good faith) such a facility. In English law, such promises are not enforceable 
(because lacking in certainty), whether they are made during pre-contractual negoti- 
ations or as part of an already concluded contract.’ Moreover, English law does not 
impose any more general obligation on parties to negotiate contract terms in good faith.” 
The position elsewhere is rather different. Other systems of law embody varying precon- 
tractual duties to negotiate in good faith." In reaching its conclusion English law works on 
the assumption that negotiations are inherently adversarial, whereas in fact there may be 
elements of cooperation. It also overlooks the commercial reality that business people are 
sometimes comfortable with an agreement to agree or to negotiate and that, in any event, 
commercial contracting is frequently a process, necessarily completed in stages. 


D. VARYING THE AGREEMENT 


There may be more than one agreement. One example is where a lending agreement is 
accompanied by a side letter. Side letters can constitute a variation of the main agree- 
ment or a collateral contract with terms distinct from those in the main agreement. 
Alternatively, a side agreement may simply evidence a likely course of conduct by a bank 
(e.g. on default), rather than one to which it is contractually bound.” 

Another example is where there is a later, seemingly inconsistent, provision, for example 
in the security agreement contemplated by the loan agreement. A court may be able to rec- 
oncile the provisions; in the case of an incompatibility, it may find that the original loan 
agreement has been varied. A rescheduling agreement—yet another example—will quite 
clearly vary the original loan agreement. 


Il. THE FACILITY AND ITS REPAYMENT 


Assume there is a binding loan agreement. From the commercial viewpoint, the terms 
relating to the type of facility and its repayment are central. When can the facility be drawn 
upon? Is the borrower obliged to borrow, or the bank to lend? For what purpose can the 


3 Walford v. Miles [1992] 2 AC 128 (HL), as analysed in E. Peel, ‘Agreements to Negotiate in Good Faith’ in 
Burrows and Peel (n 26), Ch. 3. 

1 A promise to conduct further negotiations in good faith would not invalidate an already concluded con- 
tract, but would not of itself be enforceable: see Peel, ibid., 43. 

4 Though there may be liability in tort for representations made in the pre-contractual period, and liability 
to make restitution for benefits conferred in that period: see Furmston and Tolhurst (n 31) [13-39], [13-62]. 

42 See Chapter 10, text on p. 282 to n 80; see also Moss (n 25), 147-8; Schwartz and Scott (n 26), 675; Peel 
(n 39), 39. 

8 Lloyds Bank plc v. Lampert [1998] EWCA Civ 1840, [1999] 1 All ER (Comm) 161 (CA). See M. Furmston, 
T. Norisada, and J. Poole, Contract Formation and Letters of Intent (New York, Wiley, 1999). 
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facility be used? When and how must it be repaid? What interest is payable? Can default 
interest be imposed for late payment? 


A. DRAW-DOWN AND DEMAND FACILITIES 


Generally, a commercial term loan can be drawn down (subject to the satisfaction of any 
conditions precedent)“ during a limited period after the agreement is signed, sometimes 
called the commitment period.” If it can be drawn down in tranches, these may be of a 
specified minimum amount. A number of days’ notice of a draw-down will be provided 
for, so a bank can make arrangements to have the funds available. At the end of the com- 
mitment period the obligation to lend lapses. By contrast, an overdraft or revolving facil- 
ity can be drawn upon at any time. In other words, the bank is obliged to advance funds 
during the lifetime of the facility. This has implications for the transfer (by way of con- 
tract novation) of revolving facilities by lenders: since a borrower does not draw down the 
funds immediately, they may be less likely to consent to the transfer of a revolving facility 
to a new lender.* 

The difference between the overdraft and revolving facility is that the overdraft is, of 
its nature, repayable on demand by the bank: ‘money lent on overdraft is, without more, 
repayable on demand, because it is no more than money lent; and if there is no agreement 
to postpone the lender's right of repayment, he is entitled to receive it back on demand.” 
So too with an uncommitted, ‘on-demand’ facility: whenever a loan facility is, on a proper 
construction, repayable on demand, a bank needs no reason—let alone a breach by the 
borrower—for it to require repayment. English courts will be unlikely to find that a bank 
is under a duty in tort to take reasonable care in the exercise of this contractual right. 
Nor will English courts imply a contract term requiring the bank to give reasonable notice 
before refusing to extend further finance under an overdraft or demand facility.’ In 
English law, then, a borrower under a demand facility is in principle exposed to the risk of 
an unexpected refusal to extend further finance under a facility, and a demand for repay- 
ment of any money already loaned under it. Moreover, as discussed further later, English 
law affords a borrower who receives such a demand only a short period of time—that 
necessary to effect the mechanics of payment—to comply, after which the bank becomes 
entitled to exercise default remedies.” 

The law in other jurisdictions has been more generous to borrowers with a demand 
facility. In KMC Co. Inc. v. Irving Trust Co., the Sixth Circuit Court of Appeals in the US 
held that the implied obligation of good faith may impose on lenders the duty to give notice 
to a borrower before refusing to advance further funds under a financial agreement with 
a demand provision, and might affect the exercise of the power to demand repayment of 


** See later, Section III. 

“ A consumer loan or a smaller commercial loan might simply be credited to the current account of the 
borrower: Ellinger (n 5), 753. 

“ See later Ch. 16, Section II.A(i) and (ii); see also Wood (n 10), [7-020]. 

“ Williams & Glyn’s Bank Ltd v. Barnes [1981] Com LR 205. The position will be otherwise where other 
aspects of the parties agreement evidence a contrary intention, such that they cannot be held to have agreed 
that the facility is repayable on demand: see further Ellinger (n 5), 760-1. 

“ For the reason that recognition of such a duty would potentially conflict with the lender’s commercial 
interests: Hall v. Royal Bank of Scotland [2009] EWHC 3163 (QB). 

£ See Chapter 10, Part V(B). But in particular circumstances a bank by its behaviour towards the bor- 
rower may be estopped from withdrawing credit without reasonable notice: Cf. Bank of Ireland Ltd. v. AMCD 
(Property Holdings) Ltd. [2001] 2 All ER (Comm) 894. 

5 See Chapter 10, text on p. 304 to n 206, and later text on p. 426 to n 75. 

5! 757 F 2d 752 (6th Cir., 1985). 
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funds already advanced. This approach has not been universally endorsed, however, with 
other state and federal courts reportedly taking a different view.*? One Canadian court has 
applied a reasonableness test in relation to termination of a line of credit (implying a term 
that reasonable notice be given); but in other Canadian cases, courts have drawn the dis- 
tinction between enforcing security on a borrower's failure to repay on demand (reason- 
able notice required),™ and termination of an on-demand line of credit (no surprise, and 
hence no need for notice). Canadian courts have however also applied a reasonableness 
test to the construction of the obligation to repay on demand, with the result that the bor- 
rower must be given a ‘reasonable time’ to comply before the exercise of default remedies." 
In Germany, a bank is required to take into account the customer's ‘legitimate interests’ 
when exercising a right to terminate a lending contract, which will require reasonable 
notice to be given of the termination of a demand facility. Moreover, the demands of good 
faith and fair dealing also have an impact here. There is some recognition of the principle 
by German courts that lenders may have become so involved with a borrower that they 
owe a duty of loyalty to stand by them during temporary financial difficulties. 


B. THE OBLIGATION TO LEND, HARDSHIP 
AND FORCE MAJEURE, AND REMEDIES 


The borrower will not, generally speaking, be obliged to draw on a facility.” What of the 
bank: is it obliged to lend once a notice of draw-down is given? Assume a significant and 
sudden change in the condition of the borrower, or in the regulation of banks, or in the 
general economic climate. The facility agreement may expressly entitle the bank to ter- 
minate the facility or adjust terms in particular circumstances: for example, the agree- 
ment may permit the bank to terminate when an event materially and adversely affects 
the ability of the borrower to perform its obligations, or makes performance excessively 
onerous for the lender.* In civil law jurisdictions, there may be a right of termination or 
adjustment in such circumstances even where the parties have not expressly provided for 
it, for example under a hardship doctrine.” In English law, the (narrower) doctrine of 
frustration may provide relief where the change in circumstances is severe enough for the 
contract to be held frustrated by supervening illegality or impossibility.” But if the bank 
has no entitlement to terminate the facility or seek adjustment of terms, and the contract 
is not frustrated, what rights does the common law give the borrower if the bank refuses 
to lend because of the changed situation? 

Specific performance, the authorities say, is not generally available to a borrower to 
compel the bank to lend.®' Damages are an adequate remedy, especially in the case of an 


5:2 E, F Mannino, Lender Liability and Banking Litigation (New York, Law Catalog, 2006) [5.03]; B. Bix, 
Contract Law: Rules, Theory and Context (New York, Cambridge University Press, 2012), 84. 

33. Whonnock Industries Ltd. v. National Bank of Canada (1987) 42 DLR 4d 1 (CA). 

` A requirement later codified by the Bankruptcy Act 1992 (s. 244): see P. Wood, Principles of International 
Insolvency, [2-044]. 

55 Ogilvie (n 37), [10.99] et seq.; see later, text on p. 426 to n 78. 

86 Schafer, ‘Lender Liability Towards Financially Troubled Borrowers in German Law, in Blair (ed.) (n 37), 
220-34. 

57 Though they may be contractually liable to pay breakage costs: see Wood (n 10), [3-019]. 

58 See further later, text on p. 441 to n 155. 

‘’ H. Rosler, ‘Hardship in German Codified Private Law—In Comparative Perspective to English, French 
and International Contract Law’ (2007) 4 European Review of Private Law 483. 

© A. McKnight, The Law of International Finance (New York, Oxford University Press, 2008) [1.3]-[1.4]. 

*! Cf. the position in relation to debt securities: see Chapter 15, text on p. 457 to n 87 et seq, noting Companies 
Act 2006, s. 740, and Ferran and Ho (n 3), 275-6 suggesting that this provision is not applicable to loans. 
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unsecured loan: specific performance would create a position of inequality, since the bor- 
rower would get the money but the lender would have only the hope of repayment. The 
Privy Council has said, without elaboration, that in ‘exceptional cases’ specific perform- 
ance might be awarded in the case of an unsecured loan agreement.’ It has been suggested 
that this would be if there were difficult questions about the measure and remoteness of 
damages or significant delay and expense in obtaining them. 

The rules for damages for breach of a contractual obligation to lend are easy enough 
to state. The general rule is that only nominal damages are available, since it is assumed 
that a borrower can always obtain money in another quarter.” If money is obtainable only 
at less advantageous rates, damages can be awarded to cover the difference. ‘This is fairly 
straightforward—quotations can be obtained, say, for a loan on similar terms, albeit at 
a higher interest rate. But there are difficulties. Is it correct to assume that the borrower 
would have satisfied all the conditions precedent, if it has not done so at the time the bank 
pulls out? There is a case for saying that some discount should operate on its damages, 
because it may not have been able to borrow anyhow under the existing facility. Where 
the borrower is able to evidence loss flowing from the breach, they will also generally be 
required to take steps to mitigate that loss. 

Clearly the administrative expenses in obtaining the money elsewhere can be recov- 
ered as consequential losses arising in the ordinary course of things, but what of the loss 
of profit because, without the money, a borrower is unable to enter into an investment 
or complete some other transaction? To be recoverable, the loss must in English law be 
within the reasonable contemplation of the parties at the time of the agreement (it will 
otherwise be too remote).® Of course in commercial transactions, the parties must be 
taken to understand the ordinary practices of the other's business, but in a non-project- 
related loan, the bank should not be taken to know the profit-making purposes of a bor- 
rower, just because there is a typically vague purpose clause. 


C. PURPOSE CLAUSES, ILLEGALITY, AND VIRES 


The purpose of the lending shapes the transaction. It will influence whether the lending 
has a commercial logic, whether it is consistent with the banks policy, and what the docu- 
mentation must contain to protect its position. The facility agreement may contain a pur- 
pose clause. If its violation is obvious, the borrower will be in default, and thereby exposed 
to the exercise of acceleration and termination rights by the lender. More exceptionally, 
in English law a borrower may be found to hold moneys advanced for a particular (suffi- 
ciently defined) purpose subject to a Quistclose trust, with the result that the bank enjoys a 
beneficial interest in the moneys that remain in the borrower's hands. This gives the bank 
an advantage in the event of the borrower's insolvency." Again exceptionally, others hold- 
ing or paying away the borrowed moneys and knowing of the purpose clause may be in 
breach of trust or liable for dishonestly assisting breach of trust.” 


* Loan Investment Corporation of Australasia v. Bonner [1970] NZLR 724 (PC). 

® R. Hooley, ‘Material Adverse Change Clauses After 9/11’ in S. Worthington, Commercial Law and 
Commercial Practice (Oregon, Hart, 2003), 328. 

* South African Territories Ltd. v. Wallington [1898] AC 309 (HL). 

© See the review of the authorities in Hooley (n 63), 328-32, and Lord Nicholls’ judgment in Sempra Metals 
Ltd v. Inland Revenue Commissioners [2008] 1 AC 561. 

** Since it can recover the assets impressed with the trust, rather than proving as an unsecured creditor for 
distribution of unsecured assets on a pari passu basis. On Quistclose trusts, see Ch. 12 text on P. 345 to n 30. 

©“ Twinsectra Ltd. v. Yardley [2002] UKHL 12, [2002] 2 WLR 802, [2002] 2 All ER 377. 
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More likely, however, a purpose clause in practice may be so vague that it is impos- 
sible to say that it has been breached (e.g. the funds must be ‘used towards the borrower’s 
working capital requirements’). Banks wanting to exercise control over the borrower's use 
of the funds will need to build in other contractual protection mechanisms, for example 
by requiring a project certificate about the successful completion of each stage before the 
next stage is funded. Alternatively, banks might negotiate proprietary protection by taking 
a security interest over some or all of the borrower's assets. 

If a loan facility is illegal from the outset—say it is in breach of exchange control, a 
moratorium, or freeze regulations—it may be void under English law (either under the 
statute that is the source of the illegality, or at common law).** If the bank knew of the 
illegality, English law may disallow any action that would otherwise have been available 
to seek recovery of what has been advanced. Subsequent illegality in relation to an ini- 
tially lawful agreement is regarded ditferently. The effect of the illegality will likely be 
to frustrate the loan contract, with the result that the bank can in principle recover that 
already advanced,” although the enforcement of any remedy may be blocked in cross- 
border lending by the action of the other jurisdiction in enforcing its law. In international 
loan agreements, banks try to insist on an illegality clause whereby, if it becomes unlawful 
for the bank to continue with a loan under domestic law— for example, because the gov- 
ernment imposes a freeze on dealings in the borrower's country, or the regulator obliges 
banks to reduce their exposure there—the borrower must immediately repay, even though 
the loan contract is itself governed by the law of the borrower's (or another) jurisdiction.” 
Borrowers may seek a variation of this clause to oblige a bank so affected to use reasonable 
endeavours to seek a substitute bank to continue with the loan. 

Banks must also make checks on the vires of organizations to whom they lend. At com- 
mon law ultra vires transactions are void ab initio. The ‘swaps litigation’ in Britain brought 
this point home sharply to international financial markets. There it was held that local 
authority swaps transactions were ultra vires under the relevant legislation.” Subsequently 
other cases involving local authorities hammered the point by holding that other (non- 
swaps) financial transactions were ultra vires their powers.’ However, in a further wave 
of litigation it was held that the banks could recover sums advanced on restitutionary 
principles. ` It would be highly unusual if borrowing, of itself, was ultra vires a commercial 
organization. The position in relation to companies under English law is that any restric- 
tion on a company’s objects no longer affects the validity of that company’s acts, with the 
result that an action (such as borrowing) cannot be held ultra vires on that basis.” 


D. REPAYMENT 


(i) Time of repayment 

With a demand facility, we have seen that there is no concept in English law of a reason- 
able time to pay once demand is made. A debtor is allowed only such time as is neces- 
sary to implement the mechanisms needed to discharge the debt, before being in default 


& For a more detailed analysis, see McKnight (n 60), [1.3]. 

© Ibid., [1.4]. For a more detailed analysis of the remedies on frustration in English law, see H. Beale, Chitty 
on Contracts (32nd edn., London, Sweet and Maxwell, 2016), Ch. 23, Section 5. 

7 Wood (n 10), [3-035]. 71 Hazell v. Hammersmith and Fulham LBC [1992] 2 AC 1 (HL). 

” Chapter 7, Section II.B(ii). 

3 Westdeutsche Landesbank Girozentrale v. Islington LBC [1996] AC 669 (HL); Guiness Mahon and Co. Ltd. 
v. Kensington and Chelsea LBC [1999] QB 215 (CA). 

74 See Companies Act 2006, s 39; Ferran and Ho (n 3), 162-3. 
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(the ‘mechanics of payment’ test).” In view of modern methods of communication and 
payment systems, the available time needed is exceptionally short. Thus, as little as one or 
two hours will generally be sufficient, at which time the bank can exercise its remedies, 
for example proceeding under the security it has taken. The justification for the English 
approach is certainty for the enforcing lender: a broader test of a ‘reasonable time’ may 
take into account circumstances unknown to the lender, thus rendering the rule more 
unpredictable in its application.” 

Payment of a term loan will be on a specified date or specified dates. Payment by instal- 
ments during the lifetime of the loan provides a bank with a greater degree of assurance 
than payment of the whole amount at the end (the ‘bullet’ loan). The latter very often leads 
to refinancing. As a general rule in English law, there is no need to give notice if a sum 
of money is payable on a particular day. The agreement may, however, expressly oblige 
the bank to make demand before it can call default. Again there is no need for a reason- 
able time to pay. English law does not seem to require that any demand notice be entirely 
accurate, or indeed to specify any sum due (it may instead demand payment of ‘all moneys 
due’). The rationale appears to be that banks will make demand only when the situation 
of the debtor is out of hand: in such circumstances, speed is of the essence in the exercise 
of default remedies, and the borrower is unlikely to be able to meet the demand however 
formulated—such that it would seem ‘idle to put the creditor to what might be consid- 
erable expense in ascertaining the precise amount due.” This is not a compelling reason 
when the claim is against a guarantor, and in such cases the demand should specify a fail- 
ure to pay and the amount of the debt. 

Some common law jurisdictions such as Canada oblige lenders to give a reasonable 
period within which to meet a demand for repayment, under an on-demand facility or 
otherwise.” Maybe, the reasoning seems to go, if borrowers had a reasonable time, some 
might be able to retrieve the situation. Reasonable time depends on the circumstances, but 
at its most generous may involve sufhcient time for the borrower to refinance—time that 
is not afforded by the stricter English ‘mechanics of payment’ test. The same approach is 
taken in many civil law jurisdictions. The justification is that in particular circumstances 
the principles of good faith and fair dealing demand it, especially it a bank seeks to contra- 
dict the reasonably generated expectations that it will give significant advance notice. 


(ii) Early repayment 

There is no right at common law to pay early, but the agreement may permit early repay- 
ment (prepayment) ‘without premium or penalty. However, a bank may be concerned 
about early repayment of a term loan, since if there are no credit problems that can cut 
short the life of an attractive asset. Under the agreement a borrower may be required, in 
the event of prepayment, to make an additional payment. This may be simply to compen- 
sate the bank, but in some cases it may seem to be designed to discourage prepayment. In 
the latter case, the provision requiring payment of an additional premium might be struck 
down at common law as a penalty,” provided that the act of prepayment could be charac- 
terized as a breach of contract. 


> Bank of Baroda v. Panessar [1987] Ch. 335, and earlier Ch. 10, text on p- 304 to n 206. 7 Tbid. 

” Ibid., endorsing the decision of the Australian High Court in Bunbury Foods Pty. Ltd. v. National Bank of 
Australasia Ltd (1984) 51 ALR 709 on this point. l 

™ As to Canada, see earlier text on p. 423 to n 55. The same approach is sometimes said to be taken in Australia, 
since the High Court held in Bunbury Foods (ibid.) that a debtor must be given a reasonable time to meet a 
demand. But other courts have interpreted this as no more generous than the English mechanics of payment test: 
see, e.g. Parras Holdings Ptd Ltd v. Commonwealth Bank of Australia |1998] FCA 682; see also Ellinger (n 5), 796. 

” See further later, Section F. 
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When prepayment is of only part of the total amount outstanding, banks will prefer the 
agreement to characterize this as shortening the overall life of the loan, rather than simply 
relieving the borrower of the obligation to make scheduled repayments at the front end 
of the loan. For this reason the agreement will provide that any amounts prepaid will be 
applied against repayment instalments in inverse order of their maturity. 


(iii) Other repayment matters: appropriation, set-off, and grossing-up 


With overdrafts and revolving facilities, drawings and repayments will be made from time 
to time. The parties will need to ensure that any particular drawing does not take the 
borrower over any limit on borrowings. Otherwise, the borrower risks being in breach 
of financial ratios required by the facility agreement or by other agreements, triggering 
(in the latter case, through a cross-default clause)*’ the availability of default remedies. 
Arrangements for repayment of such facilities should address the technical difficulty raised 
by the rule in Claytons Case: the rule that repayments of amounts borrowed in a running 
account are deemed to discharge the borrower’s indebtedness in the chronological order 
in which it was incurred, in other words the earliest element first.*'! Clayton’ Case estab- 
lishes a legal presumption, which can be displaced by express contractual agreement. This 
will need to be done to avoid the rule adversely affecting any security or guarantee given to 
support the loan facility, since these may otherwise be discharged once the borrower has 
repaid a total amount equivalent to the overall limit of the facility. * 

The facility agreement will lay down when and how the borrower is to repay the princi- 
pal, interest, and other amounts, for example for value on the due date at a specified time 
(e.g. 12.00 noon) in cleared funds. Cleared (or same-day funds) are immediately avail- 
able funds. Moreover, the agreement will require payment free and clear of any present or 
future taxes, duties, charges, fees, or withholdings, and without any set-off or counterclaim 
by the borrower. If clearly expressed, there is no doubt that the borrower's right of set off 
can be excluded.” 

Along with these prohibitions on the range of deductions will be a gross-up obliga- 
tion on the borrower: if it is compelled by law to make any deduction or withholding, it 
must gross up what it does pay, so that the bank receives the full amount it would have 
received had no deduction or withholding been made. In some jurisdictions this type of 
clause might be unlawful in shifting a lender’s tax liabilities to the borrower. A power- 
ful borrower may be able to negotiate a modification of the standard gross-up clause if 
the bank is capable of recovering the full amount of any tax deduction or withholding 
from another source (e.g. its tax office). In addition to grossing up, the borrower may 
have to indemnify the bank for any increased cost it (the bank) incurs as a result of a 
change in the law or government policy. Under this type of provision a borrower might 
find itself called upon to compensate the bank, because of a change in banking regula- 
tions or monetary policy, reducing the bank’s effective return under the loan, or on its 


capital.” 


3 See later, text on p. 441 to n 156 et seq. 8! (1816) 1 Mer. 572, 35 ER 781. 

® See further Ellinger (n 5), Ch. 17(2)(iv). 

83 Coca-Cola Financial Corporation v. Finsat International [1996] CLC 1564 (CA). But if one of the parties 
enters insolvency proceedings they may be subject to the application of a mandatory insolvency set-off rule, 
as under English law: National Westminster Bank v. Halesowen Presswork and Assemblies Ltd [1972] AC 785. 

® See David Securities Pty. Ltd. v. Commonwealth Bank of Australia (1992) 175 CLR 353. 


85 See further Wood (n 10), [3-060}-[3-068]. 
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E. INTEREST 


Interest is one element of a bank’s profit on a loan agreement. It is payment for the use of 
money or compensation for being kept out of it. Thus in the absence of clear language in an 
agreement, interest is not payable for moneys which have not been drawn down or which 
have been repaid. A bank may however also be entitled under the agreement to a front-end 
fee for arranging the loan, a commitment fee—theoretically for having the moneys available 
even if not drawn—and an indemnity for any costs and expenses, for example in negotiating, 
amending, and enforcing the agreement. 

Much commercial lending is at a variable rate of interest. Britain is unusual in that much 
lending to individuals (e.g. home mortgages) is also at a variable, rather than a fixed, rate. 
A variable interest rate will be at a specified margin over, for example, the bank’s base (or 
prime) rate, or over a market rate, such as the cost of funds on the inter-bank market.” The 
former is the base (or prime) rate from time to time.’ Choice of the latter requires elaboration 
in the facility agreement of how it is to be calculated. 

The parties may agree to use an existing benchmark to calculate the market rate (e.g. 
LIBOR),® though they will also need to specify how the rate is to be calculated in the event 
that the benchmark becomes unavailable (including by specifying which banks are to serve 
as the reference banks from which quotations are to be obtained, and how the average of 
the rates quoted is to be rounded up, etc.). Additionally, a ‘market disruption’ clause may be 
inserted into the agreement in the event that it is not possible to obtain any, or realistic, quota- 
tions on the inter-bank market. This is because there is no right in English law to interest in 
the absence of a source for determining it. The market-disruption clause may oblige the 
parties to use their best endeavours to negotiate a new mechanism for setting the rate, failing 
which the bank has discretion to do so, coupled with the right of the borrower to repay. The 
borrower will be able to choose the period for which a particular floating rate will obtain (e.g. 
one, three, six months). The determination by the bank of the rate of interest may be treated 
by the agreement as conclusive. In English law there may be an implied term that the bank’s 
discretion to vary the interest rate is not to be exercised dishonestly, for an improper purpose, 
capriciously or arbitrarily, or in a way that no reasonable lender (acting reasonably) would 
do.” Apart from in these (extraordinary) circumstances, it is dithcult to see how the exercise 
of the discretion would be challengeable. 

There may however be other more general restrictions on the rate of interest that can 
be charged. In some jurisdictions, usury laws may stipulate a maximum rate of interest 
that can be charged. Such interest rate restrictions appear more common in relation to 
consumer lending, but there are jurisdictions that still impose interest rate restrictions on 


% See Chapter 8, Part III. 

*” Provincial North West plc v. Bennett [1999] EWCA Civ 676, The Times, 11 February 1999. 

** The London Inter-Bank Offered Rate, which is quoted and published for multiple currencies in multiple 
maturities, The provision of information for the setting of LIBOR and other benchmarks (and the administra- 
tion of these benchmarks) is now regulated following the LIBOR scandal, as recommended in The Wheatley 
Review of LIBOR: Final Report (HM Treasury, September 2012). 

° ‘Though at common law interest can be awarded by the court after the borrower defaults: see McKnight 
(n 60), [3.11.6], discussing the decision of the House of Lords in Sempra Metals (n 65). 

* Paragon Finance v. Nash [2002] 1 WLR 685, also discussed earlier in Chapter 7, text on p. 204 to n 78; 
see also Paragon Finance v. Pender [2005] 1 WLR 3412, Alexander v. West Bromwich Mortgage Company Ltd. 
[2016] EWCA Civ 496, [56] (‘there is no breach of such a term where a lender’s decision is motivated by com- 
mercial considerations, as is likely to be in most cases’). 
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commercial loans.” Islamic banks are subject to a more fundamental prohibition on the 
charging of interest, and therefore structure transactions differently.” 


F. DEFAULT INTEREST AND THE RULE AGAINST PENALTIES 


Interest will be payable at the end of the specified interest periods. If a borrower fails 
to pay on time the agreement will probably provide for default interest, in other words 
a higher rate of interest than normal. Is such a stipulation unenforceable as a penalty, 
being an additional amount payable on breach? Civil law systems and international 
restatements such as the UNIDROIT Principles do not find penalty clauses objection- 
able, although they may provide for a power of reduction where the amount payable is 
disproportionately high.’ On the other hand, the common law has a well-established 
penalty rule that, where engaged, has the effect of rendering the clause unenforce- 
able, such that the innocent party must fall back on any general law entitlement to 
damages for breach. The modern test for when the rule will be engaged is whether 
‘the impugned provision is a secondary obligation” which imposes a detriment on 
the contract-breaker out of all proportion to any legitimate interest of the innocent 
party in the enforcement of a primary obligation.” The innocent party does not have a 
legitimate interest in simply punishing the defaulting party, and does have a legitimate 
interest in obtaining compensation for breach—but a clause will not be struck down 
simply on the basis that it does not represent a genuine pre-estimate of loss made at 
the time of contracting, if the innocent party can demonstrate their legitimate interest 
in the clause.” 

Default-interest clauses have been treated as penalties when the higher rate is payable 
for both the interest period and the period of default from the due date (that is, where the 
interest rate uplift has retrospective effect). Yet there is no penalty if the clause provides 
for a reduction of interest on punctual payment” —demonstrating just how technical the 
law in this area has become. Moreover, there is no objection if the default rate is modest 
and applies only prospectively (from the date of default). A modest increase in the rate 
payable by the borrower has been held to be justified because, being in default, it is now 
a worse credit risk.” This is a variant of compounding, to which English law also has no 


51 For a review of interest rate restrictions in EU Member States, see Study on Interest Rate Restrictions in the 
EU: Final Report for the EU Commission Project No. ETD/2009/IM/H3/87 (Brussels, 2010). 

2 M. Čihák and H. Hesse, ‘Islamic Banks and Financial Stability: An Empirical Analysis’ (2010) J. Financial 
Serv. Rev. 95, 97. 

3 G. Treitel, Remedies for Breach of Contract (Oxford, Clarendon, 1988), 220-8; H. Beale, A. Hartkamp, H. 
Kötz, and D. Tallon (eds.), Contract Law (Oxford, Hart, 2002), 865-72. 

% i.e. one imposed as a consequence of breach. 

5 Talal El Makdessi v. Cavendish Square Holdings BV [2015] UKSC 67 per Lord Neuberger and Lord 
Sumption, with whom Lord Carnwarth agreed ([32]); and see the similar formulation suggested by Lord 
Hodge at [255], endorsed by Lord Toulson at [293]. 

% Ybid., [32] (per Lord Neuberger and Lord Sumption, with whom Lord Carnwarth agreed); see also Lord 
Mance at [145]. 

” Wallingford v. Mutual Security (1880) 5 App. Cas. 685, 702. 

% Lordsvale Finance plc v. Bank of Zambia [1996] QB 752; Citibank v. Nyland and the Republic of the 
Philippines, 878 F. 2d 620 (2nd Cir., 1989); David Securities Pty. Ltd. v. Commonwealth Bank of Australia (1990) 
93 ALR 271 (Fed. Ct., Full Ct.) (on appeal on different grounds: see n 84). Cf. Hong Leong Finance Ltd, v. 
Tan Gin Huay [1999] 2 SLR 153 (CA). Although the penalty rule has been reformulated by Talal El Makdessi 
v. Cavendish Square Holdings BV (n 95), nothing in the judgments suggests a different result would now be 
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430 PRINCIPLES OF BANKING LAW 


objection.” But whereas the borrower can always avoid the default rate by bringing its 
payments up to date, with compounding a borrower will be paying interest on interest for 
the remainder of the loan.” 

In modern conditions, however, the common law does not seek to extend the rule 
against penalties. Contracting parties are given considerable latitude, consistent with the 
doctrine of freedom of contract. Moreover, if a clause provides for payment of a sum of 
money on a specified event other than breach of contract—for example, under an indem- 
nity for losses—the rule has no application.’”' 


III. CONDITIONS, PRECEDENT, 
REPRESENTATIONS AND WARRANTIES, 
COVENANTS 


A. CONDITIONS PRECEDENT 


A facility agreement may contain conditions precedent. These may be that certain docu- 
ments be produced to the bank, for example the company’s constitutional documents, a 
resolution of its board approving the facility, documents for the creation and perfection 
of security interests over some or all of the borrower's assets, the written consent of the 
authorities, and, in the case of a cross-border transaction, legal opinions from relevant 
lawyers on its validity. Depending on the bargaining power of the parties, the bank may 
have a wide discretion to determine which documents must be produced as conditions 
precedent.'” It may also be a condition precedent to each drawing under the facility that 
the representations and warranties are correct, and that no default is outstanding or will 
result. 

Several legal issues arise in relation to the conditions precedent. The first is whether 
they are conditions precedent to the agreement coming into effect, or conditions prece- 
dent to the bank’s performance under the facility. The better view is that there is a binding 
contract as soon as the parties agree the terms but that, until the conditions precedent are 
fulfilled, the bank need not make the funds available. This accords with the contractual 
language of even the simplest facility letter. It also has the practical advantage that the bank 
can claim the fees and expenses set out in the agreement, since at least in that respect it has 
come into effect. If there is no agreement under which the fees can be claimed, English law 
does not recognize an action for reliance losses in anticipation of a contract. It may be that 
the bank can claim for a quantum meruit for services performed, although it would need 
to show that the potential borrower has somehow benefited or been enriched.'” Even if 
the bank is successful with a quantum meruit claim, this will not necessarily be equivalent 
in amount to the fees and expenses set out in the facility documentation. 


” National Bank of Greece SA v. Pinios Shipping Co. [1990] 1 AC 637 (HL); see also Ellinger (n 5), Ch. 
17(2)(iii). 

0 R, Pennington, Bank Finance for Companies (London, Sweet & Maxwell, 1987), 15-17. 

0! Export Credits Guarantee Department v. Universal Oil Products Co. [1983] 1 WLR 399, [1983] 2 All ER 
205 (HL). 

' Depending on the nature of the bank's discretion, there may however be an implied term that the discre- 
tion is not to be exercised dishonestly, for an improper purpose, capriciously or arbitrarily, or in a way that no 
reasonable lender would do: see the review of authorities in Mid Essex Hospital Services NHS Trust v. Compass 
Group UK and Ireland Ltd. [2013] EWCA Civ 200. 

10 See most recently the Supreme Court decision in Benedetti v. Sawiris [2013] 3 WLR 351. 
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A second issue is whether the bank need cooperate so that the conditions precedent can 
be satisfied. Of course some conditions precedent will turn on the actions of third parties 
(e.g. whether a regulatory body approves), and satisfying many of the conditions prece- 
dent will be solely in the hands of the borrower itself." Occasionally, however, unless the 
bank acts, a borrower may be unable to fulfil a condition precedent. If such a condition 
precedent can be construed as an agreement to agree, an English court will not oblige the 
bank to act. Nor will it readily imply a term that the bank cooperate so that the borrower 
can meet the condition.” However, the bank will need to be careful that it is not, as a 
result of its behaviour, deemed to have waived compliance by the borrower with that con- 
dition precedent. Moreover, if the condition precedent can be construed as imposing on 
the bank a duty to act, by preventing fulfilment of the condition the bank will not only be 
liable in damages for loss caused by the breach, but may also be precluded from claiming 
that the condition has not been satisfied. 


B. REPRESENTATIONS AND WARRANTIES 


There is some overlap between the conditions precedent and the representations and 
warranties (if any) in a facility agreement. Both concern the borrower's status, the law- 
fulness of its entering the agreement, and the absence of any default. In addition to the 
representations on these matters, however, the borrower will make representations in 
the agreement on other matters, for example that its accounts are accurate and have 
suffered no material adverse change since they were drawn up, and that there are no 
legal proceedings in the pipeline which may have a material adverse effect on it. The 
agreement will probably deem the representations to be repeated on each draw-down 
(the so-called evergreen provision). Where there is a syndicate of banks there will also 
be representations about the accuracy of the information memorandum sent to poten- 
tial members. The representations will go further than anything caught by the common 
law rules on rescission or damages (in tort) for misrepresentation, covering statements 
of opinion as well as fact, and omissions as well as changes since the memorandum was 
distributed.'”° The other advantage over the common law is that the misstatement, omis- 
sion, or failure to update will constitute an event of default under the facility agreement 
that entitles the bank to exercise default remedies,'”’ even in the absence of any reliance 
on the part of the bank. 

It has been rightly said that representations and warranties perform an investigative 
role." They help a bank to acquire information that may affect its assessment of the bor- 
rower's ability to repay. This information may not only relate to the borrower itself, but 
also to its related parties. Thus the representations in a facility agreement may extend to a 
parent guarantor and to subsidiaries. Borrowers need to consider whether they can realis- 
tically make representations about other companies in the group, especially those in other 
jurisdictions. 


104 Cf Total Gas Marketing Ltd. v. ARCO British Ltd. [1998] UKHL 22, [1998] 2 Lloyd’s Rep 209 (HL). 

See further McKnight (n 60), [3.9.5]. 
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7 See later, Section V. If the draw-down has not yet occurred, and the correctness of the representations 
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C. COVENANTS 


The representations and warranties concern, in the main, existing facts. In effect they act 
as a checklist of concerns which a bank must have about the financial condition of the 
borrower and the legal validity of the agreement prior to any draw-down. By contrast 
the covenants (variously described) are undertakings by the borrower as to what it will 
or will not do in the future, over the life of the facility. Covenants may require the bor- 
rower to regularly provide specified financial and other information to the bank, which 
may reduce its monitoring costs.'” They may also seek to regulate aspects of the conduct 
of the borrower's business. Ihe borrower may be required for example to promise that it 
will maintain certain financial ratios (e.g. gearing, minimum tangible net worth); that it 
will maintain regulatory consents; and that it will not dispose of its assets, change its busi- 
ness, or enter into an amalgamation, merger, or reconstruction. The object is to preserve 
the entity and its income-producing assets (against which the bank lent), including by 
regulating the firm’s ability to incur further debt, or to direct its existing assets into riskier 
ventures." Other important covenants are the pari passu and negative-pledge clauses, 
designed to achieve an equal ranking for the bank’s claim, which are considered shortly. 
Which covenants appear in a facility turns on factors such as its nature, size, and maturity, 
the position of the borrower and its financial needs, the purpose of the loan, the existence 
of other indebtedness, and competition from other banks." 


D. BREACH BY THE BORROWER 


What are the consequences of a breach of a representation and warranty clause, or a coven- 
ant? The first legal issue is whether on a proper interpretation the term has been breached. 
For example, is a financial ratio limiting the borrower's indebtedness breached because it is 
exceeded in a short period of time between the issuance of new bonds and the retirement 
of old ones?!” If the anti-disposal covenant prohibits the borrower from selling, transfer- 
ring, leasing, etc. all or any substantial part of its assets, is this triggered by a transaction in 
which 51 per cent of the total book value of the assets is sold?!’ Is the anti-merger clause 
wide enough to cover a change in the ownership of the borrower's shares (over which, in 
the case of a hostile takeover, the borrower will not have ultimate control)? 

Secondly, there are the legal consequences of the borrower breaching the representa- 
tions and warranties, and the covenants. Broadly speaking these are two-fold. First, both 
the representations and warranties and the covenants will be part of the default clause, trig- 
gering the availability of default remedies under the facility agreement. This may enable 
the bank to cancel any outstanding commitment and accelerate repayment. Secondly, a 
breach also gives rise to certain consequences under the general law. As a practical mat- 
ter this becomes important when there is a syndicate of banks and the majority are not 
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prepared to invoke the default clause (perhaps it is a situation where they favour resched- 
uling). Although individual banks are not able to call default, they can, generally speaking, 
exercise their general-law remedies against the borrower. In English law these are to sue 
for what is owing them and for any damages. If the particular representation and warranty 
or covenant goes to the root of the contract, or if the consequences of its breach are suffi- 
ciently serious, then a bank will also have a right to terminate the agreement and thus be 
released from any further obligation under it.’ Failure to act may constitute a waiver of 
the breach and, in certain circumstances, a variation of the agreement. 


IV. THE NEGATIVE PLEDGE 
AND PARI PASSU CLAUSES 


A. NEGATIVE PLEDGE LENDING 


The term ‘negative-pledge’ clause is a misnomer. In its basic form it is simply a promise by 
a borrower that it will not grant security to a third party without the bank’s consent (the 
‘basic negative pledge’). The object is to maximize the pool of assets available to discharge 
the bank's claim in the event of the borrower's insolvency, by restricting the borrower's 
ability to grant superior interests (and associated control rights) in those assets to other 
creditors. In another form of the negative pledge clause, there may be a promise on the 
part of the borrower to grant equal and rateable security in the same asset to the bank, or 
matching security in other assets, if it does grant security to a third party (the ‘equivalent 
security negative pledge).'’* Some negative-pledge clauses go further and provide that the 
bank shares in any security the borrower grants in breach of the clause, or that security 
is automatically conferred in the same asset should breach occur (the ‘automatic security’ 
negative pledge). 

This discussion concentrates on (i) the ambit of the negative-pledge clause; (ii) the rem- 
edies the bank has against the borrower should it breach the clause; and (iii) the remedies 
the bank has against a third party taking security from the borrower in breach of the clause. 
The discussion focuses on the use of the clause in unsecured bank lending,''® although in 
jurisdictions such as England which recognize the floating charge, the bank may insert a 
negative-pledge clause in the charge, with the intention of preserving its priority if, say, the 
borrower grants a later fixed security. Whether this works in practice depends on whether 
the later secured creditor has notice of the negative pledge.'’’ In England the existence of a 
negative pledge clause is now among the prescribed particulars for registration of a float- 
ing charge, such that a search of the register could provide actual notice of the clause." 
The position in relation to constructive notice (for those who could be expected to search 
the register but do not do so) is not yet clear.'” 

At the outset, however, it is useful to canvass the reasons for unsecured negative-pledge 
lending. Rather than restrict the borrower's ability to grant security to others, why does 


114 Unless the term breached is a warranty in the strict sense, in which case the bank will have an action for 
damages but will not be able to terminate for breach: see Chitty on Contracts (n 69), Ch. 13, Section 2. 

u5 This type of negative pledge clause can also be formulated negatively, so as to prohibit the borrower from 
granting security without giving an equal interest to the bank: see further L. Gullifer, Goode on Legal Problemis 
of Credit and Security (5th edn., London, Sweet & Maxwell, 2013), [1-78]. 

46 On the use of the clauses in bond issues, see M. Hartley, ‘Bondholder Protections Revisited’ (2010) 4 
JIBFL 219. 

n7 Gullifer (n 115), [5-41]. u8 Companies Act 2006, s. 859D(2)(c). 

19 See the analysis in Gullifer (n 115), [2-26]-(2-31]. 
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the bank not simply take security itself? Fundamentally it is because a bank is not always 
able to take security, given the bargaining power or nature of the borrower and its assets. 
Indeed, the borrower able to obtain funds simply on the basis of a negative pledge has an 
enhanced credit-standing in the market. Possibly the only two advantages to a bank of 
negative-pledge lending—apart from the fact that otherwise the borrower may well take 
its business elsewhere—are that it avoids the time and expense of taking security (though 
negotiation of the negative pledge clause may itself be costly),'™ and that a negative pledge 
acts as a curb on excessive lending by the borrower, since third parties may refrain from 
advancing funds if they cannot take security. Yet the disadvantages of negative-pledge 
lending are not all one way. In particular, there have been a number of cases of borrowers 
finding the presence of negative-pledge clauses in existing loans a significant hurdle to 
their obtaining new credit, which was only made available if the new lenders were able 
to obtain some sort of security interest in relation to the new assets they were to fund. 
Without a waiver by the old creditors of any breach of the existing negative-pledge clauses, 
new credit was blocked.'”! 


B. AMBIT OF THE NEGATIVE PLEDGE 


This leads conveniently to the first legal issue to be addressed, the ambit of a negative- 
pledge clause. It is not uncommon for negative-pledge clauses to make extensive claims. 
Even in relation to security strictly defined, the clause may be very wide. Existing security 
may have to be discharged, and purchase-money security may be blocked—the borrower 
undertakes not to create any security or ‘permit any security to subsist. In the event of the 
former the bank should probably ask itself whether it should be lending on an unsecured 
basis if other banks have not done so. To include purchase-money security could impede 
the future financing of new assets, although if it is not included the bank's position may be 
adversely affected as the unencumbered assets of the borrower depreciate in relation to the 
newly acquired, encumbered assets. Usually there will be a sensible exemption for security 
interests arising by operation of law, for example banker’s liens. 

Quasi-security devices, such as sale and leaseback and sale and repurchase of the bor- 
rowers own assets, while functionally equivalent to security, are not regarded as security 
in English law. Thus, if English law governs the interpretation of the agreement,'*” the 
negative-pledge clause may be drafted so as to extend to them expressly. But need hire pur- 
chase or leasing arrangements be included, when these enable a borrower to obtain new 
income-producing assets on credit? Moreover, since these are very common transactions, 
many borrowers would have to change their mode of business radically from the norm 
if the clause is not to be constantly breached in practice. For the same reason, includ- 
ing all rights of set-off in the negative-pledge clause would cause havoc to a borrower's 
business.’”? 

The negative-pledge clause needs to extend to security given by the borrower's subsidi- 
aries, both as an anti-avoidance device and because they may take on excessive debt by 
encumbering themselves, thus reducing indirectly the capacity of their parent to repay. 
This is slightly tricky, since subsidiaries may not be parties to the agreement, and hence 
not bound by the clause. It is a matter of obliging the parent to use its control over its 


' C. S. Bjerre, ‘Secured Transactions Inside Out: Negative Pledge Covenants, Property and Perfection’ 
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subsidiaries—‘to procure them’ in the standard terminology—not to breach the clause. 
What if a borrower sells a subsidiary to a bank for immediate payment, the bank takes 
security over its assets, and then sells the subsidiary back to the borrower, the price being 
deferred (in effect, a loan)? The security in this case is given by the subsidiary when it 
is owned by the bank, not when it is owned by the borrower, so no breach of the clause 
occurs. Recall, however, that the standard negative-pledge clause includes an undertaking 
that the borrower will ensure that none of its subsidiaries permits any security to subsist— 
this would effectively block the transaction described. Indeed devices such as this, which 
involve the movement of assets into and from subsidiaries, may also be caught by the anti- 
disposal covenant.!*4 


C. BANK V. BORROWER FOR BREACH 
OF NEGATIVE PLEDGE 


The second issue concerns the bank’s legal remedies against the borrower for breach of the 
clause. Like the other covenants in a loan agreement, breach of the negative-pledge clause 
will trigger the default clause. It will also give rise to an action for damages if there is any 
loss caused by the breach. However, the detault remedy is in many cases inadequate. It 
will entitle the bank to call for early repayment of sums already advanced, but it will not 
affect the validity of a security interest already granted to a third party in breach of the 
clause—with the result that the bank’s claim can only be met from the unsecured assets 
that remain, unless the third party’s security can be otherwise impugned.: The borrower's 
unsecured assets will be insufficient where it is insolvent, and breach of the negative pledge 
clause is most likely to occur in such circumstances.’ An action for damages for breach 
of a negative pledge clause is unattractive for the same reasons, and has the added dis- 
advantages of delays and cost. The bank has three hopes. The first is that it can obtain an 
injunction to prevent breach of the basic negative-pledge clause, restraining the borrower 
from granting the security interest; the second is that it can obtain specific performance 
of an ‘equivalent security’ negative pledge; and the third is that, if an ‘automatic security’ 
negative pledge is in place, this will give it security which trumps any security taken by 
the third party. 


(i) Injunction 

A bank which is in the unusual position of getting wind that a borrower is about to breach 
a negative-pledge clause can seek an injunction to prevent that happening. The normal 
rule is that to obtain an injunction a party needs to show that damages are not an adequate 
remedy. However in England, but not in all US jurisdictions, the authorities say that an 
injunction will readily be granted for breach of a negative stipulation, regardless of the 
adequacy of damages." They assume, however (which is doubtful), that there is a bright 
line between positive and negative stipulations. Were it necessary to show that damages 
were an inadequate remedy, it would probably require the borrower's solvency to be in 
question. If solvent, the borrower could argue that the bank would be fully protected by 
acceleration and cancellation under the default clause, or by terminating for breach and 
claiming damages. The bank’s only riposte may be that if it accelerated or terminated, it 
would be deprived of its right to a long-term investment. 


124 See text on p. 432 to n 113 earlier. 125 As to which see Section D later. 


26 Bjerre (n 120), 338. . 
27 See Snell’s Equity (33rd edn., London, Sweet & Maxwell, 2016), Ch. 18 Section 2(3). 


436 PRINCIPLES OF BANKING LAW 


In exceptional cases, it may be possible to argue that even an injunction would be 
inadequate—primarily an urgent necessity to preserve the assets of the borrower pend- 
ing final judgment or liquidation. There is some authority that in such circumstances the 
court may appoint a receiver, on application of the bank to take control of the assets from 
the borrower.’ 


(ii) Specific performance after breach 


In its positive form,'” the equivalent-security negative pledge is an undertaking by the 
borrower to give equal and rateable security in the assets over which the third party has 
taken security, or to give matching security in other assets. Can a bank obtain specific 
performance of this type of promise? There are cases where specific performance has been 
granted on a promise to execute security, when money has actually been advanced. It has 
not mattered, for these purposes, whether the security was over real or personal prop- 
erty. The borrower's obligation must however be certain, and it is not clear that all forms 
of equivalent security clause would be sufficiently certain.'*’ Where specific performance 
is in principle available, the remedy is a discretionary one and courts will ask whether 
damages are instead an adequate remedy for breach. If the borrower is insolvent it will 
be straightforward to evidence the inadequacy of damages, since in those circumstances 
it is far more valuable to have a (proprietary) security interest than a (personal) claim for 
damages. It is possible, however, that a security interest granted to the bank pursuant to an 
order for specific performance might be vulnerable to being set aside as a preference under 
the applicable insolvency law,'* and if so this might be a reason to deny the remedy.'** In 
any event, there is a more fundamental problem with efficacy of specific performance in 
these circumstances: since specific performance cannot operate retrospectively, the bank 
may well lose priority to the third party's security interest, if this nas already been taken. 


(iii) Automatic security on breach 


An equivalent security clause does not purport to give security on breach—the bank has 
simply a contractual undertaking that the borrower will give equivalent security. The auto- 
matic security clause goes further. The assumption is that, although the bank remains 
unsecured until breach, the happening of that contingency automatically (with no further 
act by the borrower) triggers security in favour of the bank, that security having a priority 
over what the third party has taken. However, banks should place little hope in ‘automatic 
security’ negative-pledge clauses operating in this way. 

Some commentators see no objection to automatic security clauses so operating. 
The property over which security is to arise is identifiable, since it is the property over 
which the third party is taking its security. This is not in contention. These commenta- 
tors then ask: ‘if an agreement can provide for security to attach to future property, why 
should an agreement not provide for security to come into existence on the occurrence 


18 Cf. National Australia Bank Ltd. v. Bond Brewing Holdings Ltd. [1991] 1 VR 386, (1990) 169 CLR 271. 
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of a contingency, i.e. breach of the negative pledge?" There is of course a difference. An 
agreement for security over future property is unconditional in nature, and as such is rec- 
ognized as effective to create some form of security interest (albeit an inchoate one) from 
the time of the agreement—although whether it attaches depends on whether the property 
comes into the hands of the borrower." By contrast, an agreement for automatic security 
is conditional—the bank will never get security if the negative-pledge clause is observed. 
Commentators who argue for the ethcacy of the automatic security clause typically accept 
that its contingent nature means that the bank has no security interest from the outset, 
but argue that once the contingency (the breach) occurs, there is no reason why a security 
interest could not be recognized as arising in equity from that time. 

Others argue that once it is accepted that the automatic security clause does not create a 
security interest until the contingency occurs, then fresh consideration must be provided 
for the security (e.g. new money advanced by the bank) if the clause is to have any auto- 
matic effect. In ordinary circumstances, an agreement to grant a security interest may be 
suthcient—without any further act by the borrower—to create a security interest in equity, 
including over future property. The interest arises because there is a present intention by 
the borrower to grant it, equity treating as done that which ought to be done. But equity 
will do so only where the consideration for the grant of the security has been executed 
(that is, where the loan has been advanced), thus binding the conscience of the borrower. 
In the case of a negative-pledge clause, it is argued, there is no present intention to grant 
a security interest at the time the facility is agreed: indeed, the parties have agreed that 
the lender is unsecured, and that the position will change only if a later contingency (the 
breach) occurs. By the time such an intention could be said to arise, any consideration 
for the grant would be past. As such, no security interest could be regarded as arising in 
equity on the occurrence of the contingency, unless fresh consideration were provided by 
the lender.” 

If this argument is accepted, it is perhaps arguable that the forbearance of the bank in 
calling default could constitute fresh consideration.’ But it is not clear that such consider- 
ation should be required. A court might accept that an agreement for security subject to a 
contingency is capable of having effect in equity on the occurrence of the contingency, the 
consideration being provided before—but in express contemplation of—that event.'*’ In 
Singapore, the Court of Appeal has accepted this possibility, rejecting (albeit in dicta only) 
the argument that an agreement for security subject to a contingency could take effect 
in equity on the contingency’s occurrence only if fresh consideration were provided. 
Although there is not yet any English authority on this, it is possible that an English court 
could take such an approach to the automatic security clause. 

Whichever view ultimately prevails, automatic security clauses suffer from a very real 
practical defect, the lack of registration. Registration of security interests is demanded in 
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many jurisdictions within a limited period after their creation, if they are to be perfected 
so as to be effective against third parties. The negative pledge in the original, unsecured 
loan agreement will not be registered. If a breach of it occurs, security is said to arise 
automatically. But if that security is to be effective, it must be registered. In practice, the 
bank will often not learn about the breach quickly enough to be able to register within the 
requisite period. 


D. BANK V. THIRD PARTY ON BREACH OF NEGATIVE PLEDGE 


The final aspect to be considered is the right of the bank against a third party which takes 
security in breach of a negative-pledge clause. As a practical matter, the claim against the 
third party may be all that the bank has if the borrower has become insolvent. There are at 
least three possibilities. 


(i) The rule in De Mattos v. Gibson 


The first possibility is that the bank may obtain an injunction on the basis of the principle 
stated by Knight Bruce LJ in De Mattos v. Gibson. 


Reason and justice seem to prescribe that at least as a general rule, where a man, by gift or pur- 
chase, acquires property from another, with knowledge of a previous contract, lawfully and for 
valuable consideration made by him with a third person, to use and employ the property for 
a particular purpose in a specified manner, the acquirer shall not, to the material damage of 
the third person, in opposition to the contract and inconsistently with it, use and employ the 
property in a manner not allowable to the giver or seller. ™? 


Applying the De Mattos principle to a negative-pledge clause, it is arguable that the third party 
could be restrained by an injunction from exercising rights under the security. In the result, 
the third party would be treated as an unsecured creditor, along with the bank. The bank 
would then be in the same position as it would have been if the negative-pledge clause had not 
been breached. The third party would need to have actual knowledge of the negative pledge 
clause to be bound by the principle. 

Whether the De Mattos principle would be applied in this way is open, however, to ser- 
ious doubt. Courts in both England and the United States have been inclined to limit its 
application. It is said that the principle applies to situations where the bank has a propri- 
etary interest, although the plaintiff in De Mattos itself did not have such an interest. It is 
also said that the rule applies only in relation to ships, or a very limited range of property, 
although there is nothing in the De Mattos decision to suggest that it should be limited in 
this way. The only principled limitation would seem to be that the contractual right has to 
relate to specific assets. Arguably in the case of a negative pledge, these are the assets over 
which security has been taken. However, it is difficult to be definite about the ambit of the 
principle, and as such its true limitations are unclear. One commentator has persuasively 
argued that the principle should be contined to circumstances in which a party not only 
contracts with actual knowledge of the prior restrictive contract, but on the basis that it 


'% (1859) 4 De G & 276, 282, 45 ER 108, 110. See T. Mitchell, “The Negative Pledge Clause and the 
Classification of Financing Devices’ (1986) 60 Am. Bankr. LJ 153, 263; M. Ogilvie, ‘Privity of Contract and the 
Third Party Purchaser’ (1987-88) 42 Can. Bus. LJ 402; S. Worthington, Proprietary Interests in Commercial 
Transactions (Oxford, Clarendon, 1996), 101-6. 
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will respect this restriction.’ So understood, there would be little room for the applica- 
tion of the principle to negative pledge lending." 


(ii) Tort of inducing breach of contract 


In some cases the rule in De Mattos v. Gibson has been aligned with the so-called tort of 
interfering with contractual relations. In fact in De Mattos itself there was no tort. But it 
was thought that in the case of breach of a negative pledge clause, this tort might provide 
a second possible cause of action by the bank against a third party who takes security in 
breach of the clause.'* The House of Lords has now clarified that there is no independ- 
ent tort of interference with contractual relations in English law.'* After this decision, it 
appears that the only tort likely to be relevant in a case of breach of a negative pledge clause 
is the tort of inducing breach of contract," a tort of accessory liability. 

The crucial element of the tort is intention: ‘causative participation’ in the breach is not 
enough.’ The element of intention presupposes knowledge of the contract, which means 
that it would likely need to be shown that the third party had knowledge of the negative 
pledge clause (rather than simply of the existence of a previous loan). But mere proof of 
knowledge of the negative pledge clause is not necessarily proof of intention to induce the 
breach of it. To succeed against the third party, it appears necessary to demonstrate that 
the breach was intended in the sense that it was either an end or a means to an end for that 
party—and not merely a foreseeable consequence." As others have argued, breach of the 
negative-pledge clause is neither desired as an end by the third party who takes security 
in breach of the clause, nor is it a means to achieving that end: it is merely a foreseeable 
consequence of the borrower's agreement to grant the third party security. Overall there 
appears limited scope for recourse to this tort by a bank aggrieved by the breach. 


(iii) A security interest from the outset? 


A final possibility in relation to the third party is to argue that the bank has a security 
interest from the outset, which has priority over any security subsequently given to a third 
party. Clearly under English law and similar common law systems this possibility must be 
given short shrift.” A negative pledge does not purport to create an immediate security 
interest; indeed the whole point of the clause is to buttress the position of a party believed 
to be unsecured. If the bank does not get security against the borrower itself, it is difficult 
to see how it gets it against third parties. 

Yet there are a few US decisions which support the idea that the bank gets an equit- 
able mortgage (or equitable lien in American terms). A closely reasoned opinion in the 


40 Worthington, ibid. 41 As argued by Ferran and Ho (n 3), 289-90. 

142 See, e.g., J. Stone, ‘Negative Pledges and the Tort of Interference with Contractual Relations’ [1991] 8 
JIBL 310. 

13 OBG Ltd v. Allan [2007] 1 UKHL 21; [2008] 1 AC 1. 

14 As argued by Gullifer and Payne (n 110) 203. 

145 OBG Ltd v. Allan (n 143) [191] per Lord Nicholls. 

46 The possibility of blind-eye knowledge was accepted in principle in OBG v. Allan, para. 30 per Lord 
Hoffmann, but as argued in the last edition of this work it would be going a considerable way to ascribe 
knowledge of a negative pledge clause to third parties just because unsecured lending is usually on negative 
pledge terms. 

‘47 Ibid., per Lord Hoffmann paras. [42]-[43] (cf. Lord Nicholls, para. 192). 

148 Gullifer and Payne (n 110), (6.3.1.6.2]. 

19 T, Han, ‘The Negative Pledge as a “Security” Device’ [1996] Singapore JLS 415; J. Arkins, “The Negative 
Pledge Clause and the “Security” it Provides’ [2000] JIBL 198; Gullifer (n 115) [1-81]-[1-83]; cf. Hill (n 137). 

150 e.g. Connecticut Co. v. New York NH e HRR, 107 A 646 (1919); Coast Bank v. W. J. Minderhout, 392 P 


2d. 265 (SC Calif., 1964). 
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Federal District Court of Southern New York, rejecting the idea, and consistent with the 
English approach, was reversed and remanded on appeal without reasons." Nevertheless, 
it tends to have influenced most jurisdictions in the United States where the negative 
pledge has been considered, and the present consensus appears to be that a negative pledge 
does not give rise to a security interest at the outset, whatever the position subsequently. 


E. THE PARI PASSU CLAUSE 


The negative-pledge clause is concerned with threats that the borrower might encumber 
its assets. The pari passu clause is an undertaking that the borrower will ensure that its 
obligations under the loan will rank at least equally with all its other present and future 
unsecured obligations. In practice the clause has little purchase. Even without it the bor- 
rower cannot subsequently subordinate the bank’s loan, since this requires the consent of 
the bank (unless a sovereign borrower procures a change of the law in its jurisdiction). The 
pari passu obligation does not mean that the maturity of all indebtedness must coincide. 
Thus the borrower could incur further, unsecured payment obligations to a third party, 
whereby the latter is paid before the bank. Nor does it prevent payment of other indebt- 
edness when the bank’s loan is in default. That, however, may be a preference under the 
applicable insolvency law, and thus reversible. 


V. DEFAULT 


A. THE DEFAULT CLAUSE 


Under the general law, a breach of contract enables a bank to sue for damages to compen- 
sate for its losses. A serious breach may mean it can terminate the facility. It may also have 
the court appoint a receiver. But a written facility will invariably contain a default clause 
that has a broader ambit than the general law. This will contain a range of events which 
the lender is entitled to treat as a default, not all of which would necessarily amount to a 
breach by the borrower. Significantly, an event of default will give remedies additional to 
those conferred by the general law. With unsecured lending default will give the bank a 
discretion to accelerate payment and to cancel any of its outstanding obligations. With 
secured lending an English law governed agreement will generally also give the bank the 
power to appoint an administrator,'** who will have the power to run the business, or dis- 
pose of the assets, for the benefit of creditors. 


(i) Events of default 


The events of default range from non-payment of interest and principal, through breach 
of the representations, covenants, and other obligations in the agreement, to acts which 
anticipate default but do not necessarily amount to a breach of the facility agreement, for 
example events indicating insolvency (such as the presentation of a winding up petition 


"| Kelly v. Central Hanover Bank & Trust Co., 11 F Supp. 497 (1935), 85 F. 2d 61 (1936). 

‘? See most recently White Hawthorne, LLC, et al. v. Republic of Argentina, No. 16-cv-1042 (SDNY Dec 22, 
2016), holding that earlier findings of breach of a pari passu clause by Argentina were to be explained by ref- 
erence to a combination of legislative and executive actions by the state that rendered it ‘uniquely recalcitrant’ 
The earlier decisions had provoked changes in the drafting of pari passu clauses to clarify that the clause was 
not to be interpreted as requiring payments to be made rateably. 


13 Provided that the bank's security is over the whole or substantially the whole of the company’s property: 
see Goode (n 135), [11-06] et seq. 
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against the borrower). The occurrence of the events set out in a default clause may not 
automatically constitute default, for there may be requirements that notice be given to the 
borrower, grace periods, materiality tests, and other limitations (e.g. that the event must 
be a continuing one) built into the clause. For example, a borrower with bargaining power 
may be able to have the clause drafted so that, to constitute default, payment must be over- 
due for, say, 30 days. Again, default might be defined so as not to occur unless a breach of 
the agreement is material or has an adverse effect on the ability of the borrower to repay.'™ 
Banks will resist such a provision as being uncertain. Indeed they will argue for a separate 
event of default if, in their opinion, something occurs which has a material and adverse 
effect on the financial condition or operations of the borrower, or its ability to repay. The 
only change a borrower may be able to negotiate is that the opinion be reasonable, rather 
than completely subjective. Absent such a requirement, there may be an implied term that 
the bank is to exercise its discretion honestly, for a proper purpose, and not capriciously 
or arbitrarily, or in a way that no reasonable lender would do.'* But there is no broader 
obligation on the bank to act in good faith. 


(ii) Cross default 


A crucial aspect of the default clause is how cross-default is defined.'® This can be extra- 
ordinarily wide. Any default under another agreement with, say, Bank B, may be an 
event of default under this agreement with Bank A, even though Bank B has chosen not 
to call default. Indeed, any event which, with the giving of notice, lapse of a grace period, 
determination of materiality, or fulfilment of any other condition, would constitute an 
event of default under the other agreement with Bank B, may constitute an event of 
default here. The policy behind the cross-default clause is that default under the other 
agreement with Bank B may be symptomatic of a general malaise in the borrower. There 
is also the fear that Bank B may obtain a priority by racing to exercise default remedies 
ahead of Bank A. If Bank A insists on a wide default clause, the hope the borrower may 
have is that Bank B will observe its duty of confidentiality so that Bank A never learns 
about a potential event of default, or an event of default which is remedied. Otherwise, 
the cross-default clauses in the range of facilities which a borrower may have are poten- 
tially catastrophic. 


B. GENERAL LAW LIMITS ON ACCELERATION/CANCELLATION? 


Whereas many other legal systems hedge in a bank's exercise of discretion by notions such 
as good faith, English law takes the view that a bank can invoke its default remedies almost 
without limitation.'” Technical breach of the default clause is no excuse for the borrower, 
nor is an inability to meet its obligations owing to circumstances beyond its control, for 
example the exchange-control authorities blocking payment. English law works on the 
principle of strict performance of contractual obligations, unmitigated by the absence of 
fault on the borrower's part. Thus a borrower cannot expect protection from equity exer- 
cising its jurisdiction to relieve against forfeiture. Decisions on forfeiture make it quite 


154 Pan Foods v. ANZ Banking Group (2000) 74 ALJR 791 (HCA). 

155 Tbid, and McKnight (n 60), [3.19.5]. 

156 I. Buchheit, How to Negotiate Eurocurrency Loan Agreements (2nd edn., London, Euromoney, 2000), 
96-100. 

157 Subject to what is noted earlier, text to n 155, about the possibility of an implied term that the bank will 
act honestly, for a proper purpose, and not capriciously or arbitrarily, or in a way that no reasonable lender 
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clear that it is not available in contracts which do not involve the transfer of possessory or 
proprietary rights, or in arm's length transactions where time is of the essence.'™ 

The only possible limitation in English law on a bank exercising its default remedies is 
the rule against penalties. Generally speaking, a provision making the total sum payable 
on any default is not to be considered a penalty.’ However, acceleration must be confined 
to the capital sum: a clause providing that in the event of any breach the capital sum is 
immediately payable, together with all anticipated interest, ie. without discount for the 
fact that the interest is not earned, would constitute a penalty.’ The clause appears to go 
beyond the bank’s legitimate interest in obtaining compensation for breach, since presum- 
ably the bank can immediately lay out the capital again and earn interest from another 
borrower. However, a default clause providing that the lenders shall forthwith be put in 
funds to cover all existing or future liability under outstanding bills of exchange drawn 
in connection with a loan is not a penalty, even if it be construed as covering potential 
liability for interest on the bills. The justification is that it is protecting the lenders against 
liability if the bills have been negotiated. In England, it is not the general practice to issue 
bills in association with loan agreements, although this is done elsewhere. 


C. THE COMMERCIAL REALITIES 


A bank with a wide default clause has a more powerful weapon than is provided by the 
legal remedies under the general law. But herein lies the rub: a default clause acts best 
in terrorem: if it has to be invoked the situation is probably lost. Some of the practical 
obstacles to invoking the default clause are obvious on the face of the clause itself. The 
cross-default clause is a notable example, because it is likely to be replicated in other loan 
agreements. It is a reminder that if default occurs under this loan, default may be triggered 
under other loans as well. As a result, the borrower may face a number of demands but be 
unable to meet any of them. In a rescheduling, even small lenders will have to be accom- 
modated by the others. A compromise with creditors might be achieved through use of a 
formal insolvency procedure, but entry into such procedures will entail various direct and 
indirect costs, including a loss of goodwill for the borrower. Consequently, banks may be 
reluctant to call a default unless the borrower is in a near hopeless position. Even then, if 
it has security it may choose to exercise that instead.’ 

Some of the practical obstacles to using the default clause derive from the very nature 
of lending. As one of the standard books on term-lending puts it, the lending bank will 
demand immediate repayment of the loan only in extreme circumstances: 


because banks are in the business to lend money; if the borrower is able to repay, then it is 
probably still worth lending to... [A] demand for repayment which was met would almost 
certainly mean the end of any relationship with the company.'* 


Thus despite an event of default occurring—and for that matter breach of the agreement— 
a bank may well decide not to exercise its remedies, for example, by not giving notice of 
default to the borrower. The bank may simply waive the breach, in other words elect to 
have the contract continue on foot. In serious cases it may use the threat of invoking its 
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remedies to negotiate a more favourable rescheduling. Note that the bank cannot be said 
to have waived its remedies unless it has full knowledge of the circumstances which would 
give rise to its right to call default. Moreover, to have waived an event of default it must 
have acted unequivocally. Acceptance of late payment this month most probably does not 
constitute waiver of late payment next month, although to protect its position the bank 
should state this in writing. Although there is generally a clause in the agreement that no 
failure to exercise a right shall constitute waiver, a bank as a matter of fact might well be 
held to have waived its rights under that clause. 


l5 


BANKS AND LHE CAPT LAs 
MARKETS 


As banks became multifunctional institutions, core banking became associated with secu- 
rities activities. That was always the situation with the universal banks of jurisdictions like 
Germany, but in England the clearing banks and merchant banks were for over a century 
institutionally separate.' That no longer being the case, banking law must acknowledge 
the reality and find some place in its overall framework for a discussion of securities law. 
This is doubly important because of the long-term decline in the share of bank lending in 
the financial system, particularly in developed financial markets.” Banks have lost ground 
to capital markets as sources of corporate finance. The intermediation of core banking— 
taking money on deposit and lending it—has been overtaken by disintermediation, as 
larger companies raise money directly on the capital markets through the issue of equities 
and debt securities. 

Many banks have compensated for this decline in traditional finance by emphasizing their 
securities activities. These range from the traditional task of investment banks in advising, 
underwriting, and distributing new issues of securities, through to dealing on their own 
account on securities and derivatives markets—proprietary trading.’ In the decade lead- 
ing up to the Global Financial Crisis, banks also played a significant role in introducing 
new products to these markets, including asset-backed securities and credit derivatives. 
Large banks experimented with various ‘originate to distribute’ strategies,’ in which they 
advanced loans, packaged (through securitization)’ them to create asset-backed securities, 
developed derivatives products tied to the performance of the underlying loans, and then 
distributed these products.” Banks also made loans to institutional investors to facilitate 
the purchase of these products. These activities exposed banks to risks different to those 
associated with the more traditional banking activities of lending and underwriting.“ 


' See the previous edition of this book at 20, 98. 

? Banks have remained the major source of external finance for firms in many emerging economies (see e.g. 
M. Ayyagari, A. Demirgii¢-Kunt, and V. Maksimovic, ‘Financing of Firms in Developing Countries: Lessons 
from Research’ World Bank Policy Research Working Paper No. 6036, 2012), though here too the picture has 
been changing: D. Ayala, M. Nedeljkovic, and C. Saborowski, ‘What Slice of the Pie? The Corporate Bond 
Market Boom in Emerging Economies’ IMF Working Paper 15/148 July 2015 (attributing much of the boom, 
however, to cyclical factors). 

` eg. U. Cherubini, M. Ciampolini, and G. de Felice, “The Role of Banks as Investors in Securities, in V. 
Conti and R. Hamaui (eds.), Financial Markets’ Liberalisation and the Role of Banks (Cambridge, Cambridge 


University Press, 1993); E. Liikanen et al., High-Level Expert Group on reforming the structure of the EU banking 
sector (Brussels, 2 October 2012) Section 2.3. 


* Discussed in Ch. 1, Section IV.B. 5 See Chapter 16. 


6 See A. E. Wilmarth Jr., “The Dark Side of Universal Banking’ (2009) 41(4) Connecticut Law Review 963, 
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They also increased levels of interconnectedness between systemically significant banks, 
and between banks and the non-bank financial sector? 

As noted in Chapter 1, the onset of the crisis provoked intense scrutiny and widespread 
criticism of many of these activities, and led to the introduction (or proposed introduc- 
tion) of significant controls on the ability of banks to engage in them. Proprietary trading 
and originate-to-distribute securitization strategies have been particularly targeted.'” The 
more basic activities of assisting with advising, underwriting and distributing new securi- 
ties issued by corporates have been affected only indirectly, to the extent they are caught by 
new requirements for the structural separation (or ‘ring-fencing’) of retail activities from 
trading activities.'' This chapter provides an introduction to these more basic activities. 


I. TYPES OF SECURITIES, SUBORDINATION, 
AND CUSTODY 


Capital can be classified in a variety of ways. One division is between secured and 
unsecured capital. Secured capital is a subject for a later chapter (Chapter 18). Unsecured 
capital can be divided into senior and subordinated capital. There is also the fundamental 
distinction between equity and debt capital. After exploring these different features in a 
little more detail, this section addresses an institutional matter fundamental to securities 
dealings, custody. At base this involves the safekeeping of any instruments representing 
the capital, but will also spill over into a range of other services, including settlement of 
securities trades. 


A. eres OF SECURITIES 
(i) Equity and debt securities 


‘The basic legal distinction is between equity and debt capital. Equity capital represents, in 
commercial terms, the risk capital, since ordinary shareholders are last in the queue to be 
paid in a winding up, and have no entitlement to income (by way of dividends) during the 
company’s life. If things go right, however, there is the prospect of considerable gain: as 
the owners of the company, increases in the company’s net worth accrue for shareholders’ 
benefit. The providers of simple debt capital’ do not enjoy any such ‘upside; and instead 
are restricted to recovering the principal they advanced together with contractual entitle- 
ments to interest and fees. As such, providers of this capital—lenders and investors—will 
typically want the margin of safety which adequate equity capital provides. An appropri- 
ate debt:equity ratio (gearing) may provide a sufficient cushion so that debt servicing is 
not too great a burden on the cash flow of the enterprise. The availability of security or 
of other forms of protection for creditors, such as guarantees that entitle the creditor to 
look to entities or individuals other than the debtor for repayment, may make a lower 
debt:equity ratio acceptable. There is a rich body of theoretical literature on the impact of 


9 {. Otker-Robe and C. Pazarbasioglu, ‘Impact of Regulatory Reforms on Large and Complex Financial 
Institutions’ in A. Narain, i. Otker-Robe, and C. Pazarbasioglu, Building a More Resilient Financial 
Sector: Reforms in the Wake of the Global Crisis (IMF, 2012) Ch. 3. 

10 See the discussion of reforms in Chapter 3, Section I.B, C and D and Ch. 1, Section IV.B. 

1 See Ch. 3, Section I.C and D(iii). Not all of the activities discussed in this chapter are affected by 
ring-fencing requirements: note, e.g., the exclusion of custody arrangements from the proposed EU regime 


(Chapter 3, text on p. 80 to n 56 et seq). 
2 Cf. the position in relation to hybrid securities, as to which see further later text on p. 448 to n 30. 
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capital structure (the mix of debt and equity) on firm value, having regard to differences 
in the taxation treatment of debt and equity, the direct and indirect costs of insolvency (a 
potential consequence of incurring debt), and other factors.” 

Debt capital takes a variety of forms, in addition to the bank loans examined in the 
preceding chapter. Debt capital may also be obtained through the issue of debt securities. 
Such securities are often distinguished from loan capital by their tradability.'* There are 
various types of such securities—bonds, notes, certificates of deposit, commercial paper, 
debentures, and so on. These terms have no fixed legal meaning, although commercially 
they often indicate features such as the maturity of the securities. Bonds are usually long- 
term securities, for instance, but commercial paper is short-term. Certificate of deposit is 
typically the term used to describe debt securities issued by banks themselves. Although 
there is great variety in the type and terms of debt securities (and in the terminology used 
to describe them), the fundamental legal character of debt securities remains constant. 
This point is frequently lost in the detailed accounts describing the documentation which 
at a particular time typically governs the issue and distribution of particular species of 
debt security. 

At its core a debt security represents the simplest form of obligation in English law, 
i.e. debt. The obligation arises by consent, through contractual agreement. The parties to 
the issue are free to agree between themselves the terms on which the debt is to be repaid 
(in contrast, the rights of equity holders are subject to greater regulation under company 
law).'* Covenants may overlay the basic contractual obligation to repay. One covenant 
that often appears in bond issues is a negative pledge clause. This may be in the form 
used in bank loans, as discussed in the previous chapter (i.e. a prohibition on the grant 
of security over assets without the lender's consent), or in a narrower form. For example, 
the ‘competing paper negative pledge clause’ restricts the issuer from granting security 
only to other classes of debt security holders, rather than to any creditor.'* The parties will 
also agree on events of default. The undertakings and events of default will be less oner- 
ous than discussed in relation to bank loans, for a range of reasons: bank lenders may be 
in a stronger position to negotiate such terms; there may be less demand for such terms 
by debt security holders given they may enjoy (through tradability on regulated markets) 
other information and exit rights; debt security holders may be a large, dispersed, and het- 
erogeneous group, and coordinating their response to events of default may be more costly 
than in the case of bank lenders.'* These coordination challenges may also be anticipated 
and ameliorated through the design of issue documents tor debt securities: for example, 
the parties may agree on a procedure for debt securities holders to respond to a breach or 
another event of default, such as through the use of a third party (e.g. a trustee) who acts 
on behalf of the class.” 


*° For a review of the literature, see S. Frydenberg, “Theory of Capital Structure—A Review’ in G. Arntzen, 
L. Fallan, and O. Gustafsson (eds.), Rihet Og Mangfold, Festsskrift Til Odd (Tapir Academic Press, 2011), avail- 
able in English in working paper form at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=556631. 

4 See further G. Fuller, The Law and Practice of International Capital Markets (3rd edn., London, Lexis 
Nexis, 2012) [1.42]—[1.44]. 

5 A point made by L. Gullifer and J. Payne, Corporate Finance Law: Principles and Policy (2nd edn., Oxford, 
Hart, 2015), [2.2.1]. 

'6 See Fuller (n 14), [9.23]-[9.28]. 1? See Ch. 14, Section V. 

™ P, Wood, ‘Bondholders and Banks—Why the Difference in Protections?’ 6(2) (2011) Capital Markets Law 
Journal 188; C. W. Smith and J. B. Warner, ‘On Financial Contracting: An Analysis of Bond Covenants’ (1979) 
7 Journal of Financial Economics 117, Section 3. 
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(ii) Registered, bearer, and paperless securities 


Debt securities may be issued in either registered or bearer form, but UK company law 
now prohibits the issue of equity securities (shares) in bearer form.” The form of issue is 
significant because it signifies how ownership of the securities is demonstrated and trans- 
ferred, though modern methods of holding securities through intermediaries have some- 
what muddied these ditferences.*! Ownership of registered securities appears on a register, 
traditionally kept in physical form by the issuer. In English law the transfer of such securi- 
ties appears to take etfect by way of a novation: the transferee is substituted for the trans- 
feror as a member of the company or (in the case of a debt security) as a creditor of the 
company, with the same rights and obligations.’ Today some forms of registered securities 
are issued in electronic form only (‘dematerialized’), and held on registers maintained by 
securities depositories. The legal mechanics of transfer have, however, been argued to be 
the same as those for certificated registered securities—that is, by way of novation.” 

In contrast, bearer securities are transferable by delivery. This is because English 
law treats both bearer shares and bearer debt securities as negotiable instruments.” 
Historically, there was considerable debate in North America about whether certain types 
of debt securities could be negotiable instruments. For example, it was said that a debt 
security with a floating interest rate was not, since it does not contain a promise to pay ‘a 
sum certain.” In English law this is beside the point. Certainly the statutory law requires 
of a promissory note that it contain an unconditional promise to pay a sum certain.” But 
negotiability can also arise outside the statute at common law, as a matter of market prac- 
tice (trade usage). Bearer debt securities have been held to be negotiable in this way, even 
those having a relatively short life.” 

Negotiability is however no longer much of a practical concern, since many securities 
that would once have been issued in the form of individual bearer instruments are these 
days issued as one global note, immobilized in depositories. Bonds are commonly issued 
in this way. The global note represents the whole of the issue, with individual ownership 
of the debt securities being evidenced by electronic book entries. Such a note may well be 
expressed to be in bearer form. It is questionable, however, whether it could be character- 
ized as a negotiable instrument in the same way that bearer bonds issued in definitive form 
would be, given that the note itself is not intended to be traded.” Instead, the note remains 
with the intermediary and it is the underlying interests of investors that are traded through 
what appears to be a form of novation,” as in the case of registered securities. Individual 
investors may be contractually entitled to call, however, for definitive instruments to be 
issued out of the global note. 


20 Small Business Enterprise and Employment Act 2015, s. 84, amending Companies Act 2006, s, 779. 

21 J, Benjamin, Financial Law (New York, Oxford University Press, 2007) {8.67]-[8.68] and later text ton 28. 

2 J, Benjamin, Interests in Securities (New York, Oxford University Press, 2000) [3.05]—[3.07]; cf. G. Fuller, 
Corporate Borrowing: Law and Practice (Jordan, 2016), 281. 

3 Gullifer and Payne (n 15), [9.2.6.3], reviewing the literature. 

24 Fuller (n 14), [1.113]-[1.115]. 

25 e.g, J, Hiller and S. Ferris, ‘Variable Interest Rates and Negotiability’ (1989) 94 Commercial LJ 48; for the 
contemporary position, see J. H. P. Kravitt (ed.), Securitization of Financial Assets (3rd edn., New York, Wolters 
Kluwer, 2013), [16-146]. 

26 Bills of Exchange Act 1882, s. 83(1). 

27 W. Blair, ‘Negotiability and Estoppel’ [1988] 1 JIBL 8 reviews the case law. 

28 A. McKnight, Law of International Finance (Oxford, Oxford University Press, 2008) [10.4]; Gullifer and 
Payne (n 15), [9.2.6.2]. 

29 See Gullifer and Payne (n 15), [9.2.6.2], surveying the literature. 
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(iii) Convertible securities 


So far this chapter has assumed a clear distinction between debt and equity as sources of 
corporate finance. It should however be acknowledged that there are in practice a wide 
variety of hybrid instruments, which exhibit some characteristics of debt and some char- 
acteristics of equity. Since the global financial crisis, there has been strong interest in 
the issue of hybrid securities by banks, and particularly in the use of such securities as a 
bank resolution tool.” But hybrid securities are also relied on for capital-raising by non- 
bank businesses. One example is the convertible bond, which gives the holder the right 
(during a specified period, and at a specified price) to convert the debt into shares of the 
particular company. To help protect the right of the bondholder to the shares on exercise 
of their conversion right, the law of some jurisdictions requires directors to be expressly 
authorized to issue the shares (on conversion) prior to the issue of the convertible bond; 
alternatively, the law may provide that further authorization is not required for the issue of 
shares where the initial issue of the bond is duly authorized (as in the UK).” 

The convertible bond permits the investor to share in the upside that equity-holders 
enjoy, and as such could help to constrain incentives for excessive risk-taking by owner- 
managers of issuer firms.” This may reduce the need for covenants that might otherwise 
be relied upon to constrain such behaviour. There are however other potential problems 
that may need to be addressed through contract. For example, the company could dilute 
the conversion value by making larger dividend payments to existing holders of equity 
capital, subdividing existing equity, issuing new equity, and so on.*' Holders of debt securi- 
ties have no standing to object to such measures, as they are not members of the company. 
This problem is typically addressed through ‘anti-dilution’ clauses, which bind the com- 
pany, and any holder of the securities can enforce them. 

Hybrid securities also raise a range of other legal and regulatory issues. For example, 
some jurisdictions limit by law the amount of equity any one person can hold. For 
example, banks that are subject to the EU Capital Requirements Regulation cannot have 
more than a specified stake in non-bank businesses.** Some countries employ limits on 
foreign shareholdings in domestic enterprises. Several countries oblige a mandatory take- 
over bid once a certain level of shareholding has been reached in a listed company; for EU 
Member States, this is a requirement of the Takeover Directive. (In the United Kingdom 
this is effected not through legislation but through the Takeovers Code.) In all such cases 
a holder of convertible debt securities must be aware of the consequences of exercising the 
right to convert, if this contravenes these limits. 


°° R, McCormick and H. Creamer, Hybrid Corporate Securities: International Legal Aspects (London, Sweet 
& Maxwell, 1987). 

`! Particularly the use of contingent convertible securities (CoCos): see J. de Spiegeleer, W. Schoutens, 
and C. van Hulle, The Handbook of Hybrid Securities: Convertible Bonds, CoCo Bonds, and Bail-In (Hoboken, 
Wiley, 2014) Chs. 1 and 3. 

* H. Hirte, ‘Convertible Bonds and Option Bonds: A Comparative Study’ (2000) 1(3) European Business 
Organisation Law Review Section 4.2; Fuller (n 14), [5.40] noting Companies Act 2006, s. 549. 

3 M. Kahan and D. Yermack, ‘Investment Opportunities and the Design of Debt Securities’ (1998) 14(1) 
Journal of Law, Economics & Organisation 136, 138. 

%* W. Klein, “The Convertible Bond’ (1975) 123 Univ. Penn. LR 547, 565-7; P. Wood, ‘International 
Convertible Bond Issues’ [1986] 2 JIBL 69; Fuller (n 14), [5.27]-[5.31]. 

* Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on pru- 
dential requirements for credit institutions and investment firms and amending Regulation (EU) No 648/ 
2012, Title III. 

*% Directive 2004/25/EC of the European Parliament and of the Council of 21 April 2004, Art. 5; for the 
scope of the requirement and evidence of its implementation, see P. van Hooghten (ed.), The European Takeover 
Directive and its Implementation (New York, Oxford University Press, 2009) Ch. 1. 
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(iv) Debt securities and deposit-taking 


One quirk to issuing debt securities in the United Kingdom relates to the impact of FSMA 
2000. It will be recalled that deposit and deposit-taking are widely defined there. So widely 
defined, in fact, that an ordinary commercial issuer, having nothing to do with banking, 
could infringe the provision penalizing the accepting of deposits without authorization in 
the course of business. The problem is especially acute with shorter term debt securities— 
commercial paper and medium-term notes—where issuers regularly return to the market 
and thus satisfy the test for carrying on business in English law. An exemption was neces- 
sary to avoid this result.” 


B. SUBORDINATED CAPITAL 


The subordinated capital of an enterprise is capital which will only be repaid once other 
(senior) capital is repaid. In terms of payment priorities, the subordinated (or junior) 
capital falls between equity and straightforward (or senior) debt. In economic terms 
subordinated capital might appear to function like equity (in that the holder of subordi- 
nated capital may be restricted from obtaining repayment, as a shareholder is restricted 
from demanding a return of their capital), but its fundamental legal character is debt. 
Subordinated capital may be advanced by an insider to an enterprise, or by a sponsor of 
a project, to provide the capital which will support borrowings from third parties such as 
banks. Subordination may also feature in work-outs, where existing suppliers, insiders, 
or other types of creditors agree to subordinate their debt claims so that the debtor can 
attract further support from the banks. Banks themselves have issued subordinated secu- 
rities, which can count as Tier 2 capital for capital-adequacy purposes, or even (in cer- 
tain circumstances, depending on the terms of the issue) as Additional Tier 1 capital.” In 
takeovers and management buy-outs, institutional investors or a departing shareholder 
may agree to take subordinated debt. The issue of a securitized financial product (the sub- 
ject of the next chapter) may also utilize subordination, for example to enable a product 
to be issued in tranches with the senior tranches entitled to payment before lower ones.” 

It is easy enough for junior creditors to agree with a company (say) that their claims will 
be subordinated. The legal issue is how to structure a transaction so that the subordination 
stands up.” When the company is solvent, everyone will be paid. It is only on the insolv- 
ency of the company that the problem arises. Senior creditors will want assurance that the 
subordination will be respected in insolvency, such that junior creditors will not be able 
to upset the arrangements and elevate their claims to be treated on a pari passu basis with 
those of the senior creditors. 

There are various ways of achieving this. One possibility is for the junior creditors to 
agree that, on an insolvency, they will turn over everything paid to them to the senior 
creditors, until such time as the latter are paid in full. One potential problem with this type 
of turnover arrangement is set-off. In English law a creditor of an insolvent company has a 


37 Financial Services and Markets Act 2000 (Regulated Activities) Order 2001, 2001 SI No 544, as amended, 
Arts. 9, 77-8. See Fuller (n 22), 190-1. 

38 Under Basel III (Basel III: A global regulatory framework for more resilient banks and banking systems 
(December 2010, revised June 2011), as implemented in the EU through the Capital Requirements Regulation 
575/2013 and Capital Requirements Directive 2013/36/EU; see also Fuller (n 22), Ch. 8. 


3 See further Gullifer and Payne (n 15), 255. 
© See P Wood, Project Finance, Securitisations and Subordinated Debt (2nd edn., London, Sweet & 


Maxwell, 2007), chs. 10-14; P. Wood, The Law of Subordinated Debt (London, Sweet & Maxwell, 1990); 
J. Powell, ‘Rethinking Subordination’ [1993] LMCLQ 357. 
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right to set off claims which the company has against it. If there are such claims against the 
junior creditors which are set off, the junior creditor may receive no distribution (though 
they have been paid through the operation of the set-off), with the result that there is noth- 
ing in their hands to be turned over to the senior creditor. Alternatively, if a junior creditor 
is itself in insolvency proceedings—it may be a related company of the debtor and the 
whole group has collapsed—then any amount that is received by the junior creditor would 
fall into the pool of assets to be distributed to all of its creditors (or captured by a secured 
creditor), such that there is little or nothing left to be turned over to the senior creditor. 
The senior creditor in this situation bears a double credit risk: the risk of the insolvency of 
the debtor, and of the junior creditor.” The risk of the junior creditor's insolvency can be 
managed by providing that the junior creditor holds the amount received on trust, such 
that it will not be available for distribution to its other creditors. This method of turnover 
subordination may also avoid the set-off problem, since the imposition of the trust may 
in some circumstances destroy the mutuality necessary for set-off.” It should be noted 
however that the turnover trust does raise additional legal issues, including whether it is 
vulnerable to being characterized as an unregistered security interest." 

A second type of contractual-debt subordination is a contingency debt arrangement. This 
is a means of overcoming the problems of set-off and a junior creditor's insolvency. Here jun- 
ior creditors agree that, in the event of the debtor's entry into insolvency proceedings, their 
claims are contingent on the senior creditors being fully paid. In the debtor's insolvency pro- 
ceedings, the junior creditor’s contingent claim is susceptible to proof (and therefore, in prin- 
ciple, to set-off), but will have to be valued before any set-off can apply. If there are insufficient 
assets to satisfy senior creditors (with the result that the contingency is not fulfilled), then the 
junior creditor’s claim would likely be valued at zero—with the result that there is nothing to 
set-off.“ Nor will anything be paid to the junior creditor by way of distribution, thus avoiding 
the problem of such payments being caught up in their own insolvency. A disadvantage of the 
contingent debt arrangement, over the turnover agreement, is that the senior creditors must 
share pari passu with ordinary creditors: the subordination of the junior creditor means that 
there is more to distribute to others, but this must be shared with all creditors entitled to a 
distribution. With a turnover arrangement the senior creditor can obtain a double dividend 
compared with ordinary creditors—the payment due to them and that due to junior creditors. 

The third and simplest form of subordination is a purely contractual one, in which the 
junior creditor simply promises (either the company, or senior creditors, or both) that 
it will not claim or prove for a distribution unless and until senior creditors are paid in 
full.“ One concern is whether subordination of this kind would infringe the so-called 
‘pari passu principle’ in insolvency law. This principle ‘requires the assets of an insolvent 
person to be distributed among the creditors on a pari passu [or pro rata} basis, subject 
only to such exceptions as the general law may permit.“ In the absence of express pro- 
vision in insolvency legislation for contractual subordination agreements, their recogni- 
tion might be thought to fall foul of the principle’ —since the effect would be to prevent 


“| B, Johnston, ‘Contractual Debt Subordination and Legislative Reform’ [1991] JBL 225, 240, R. P. Wood, 
‘Stipulation Agreements, Bankruptcy and the PPSA’ (2010) 49 Canadian Business Law Journal 66, IV(1). 

® See further Fuller (n 14), [11.106]-[11.107]. 

€ As to which, see Gullifer and Payne (n 15), [6.4.4.1.1]. “ See further Fuller (n 14), [11.108]. 

* An alternative form of contractual subordination involves an agreement that the junior creditor is not to 
be repaid before senior creditors, without an explicit promise not to prove: see Fuller (n 14),[11.69]-(11.75]. 

“© Revenue and Customs Commissioners v. Football League Ltd [2012] EWHC 1372 (Ch); {2012] Bus LR 
1359, per David Richards J, at para. 4. 

“ The issue does not arise in relation to turnover subordination, because the junior creditor’s entitlement to 
be paid is unaffected; nor does it arise in contingent debt subordination, because the junior creditor is entitled 
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someone that might otherwise have shared in a distribution of assets of the debtor on 
a pro rata basis from doing so. After a period of doubt, it now appears clear in English 
law that contractual-debt subordination of whatever type does not fall foul of the pari 
passu principle. In several decisions the courts have upheld subordination arrangements, 
with the reasoning that the principle is not mandatory, but confers a private right on 
creditors which they may contractually relinquish. Provided that all those prejudiced 
by the agreement have consented to it, it will not be struck down as contrary to the pari 
passu principle.” Moreover, it has been held that contractual-debt subordination does not 
necessarily constitute a charge over a company’s assets which, if unregistered, is void in 
the insolvency. An agreement may simply determine how the company should distribute 
its assets—it need not give senior creditors the property interest which is a prerequisite to 
security.” In other jurisdictions, uncertainty over the validity of contractual subordination 
agreements in the debtor's insolvency has been resolved at least in part by the legislature 
making express provision for such agreements in insolvency law.” 

Thus far we have only considered the validity of a subordination agreement in the 
insolvency of the debtor. It should, however, be noted that in the event of the insolvency 
of the junior creditor, the validity of the subordination agreement (under which the junior 
creditor has agreed to give up rights they otherwise would have had in a distribution of 
the debtor's estate) should be separately tested.” It is possible, for example, that a subor- 
dination agreement could be vulnerable to avoidance in the insolvency proceedings of the 
junior debtor.” 


Ca CUSTODY 


Banks play a key role in providing custody services, and custody is central to the issue of 
and trading in capital markets instruments. Writing about the topic is, however, fraught 
with difficulties.” The scope of custody services differ between jurisdictions, as do the 
relevant institutional arrangements for the delivery of these services, and the law(s) that 
govern this. Additional complexities arise in the case of ‘global custodians, who provide- 
customers with custody services in relation to securities issued in a range of countries in 


to prove, the subordination instead affecting claim valuation (L. Gullifer, Goode on Legal Problems of Credit 
and Security (5th edn., London, Sweet and Maxwell, [5-60]). 


48 e.g. Re Maxwell Communications Corp. (No. 2) [1993] 1 WLR 1402, [1994] 1 All ER 737, and Re SSSL 
Realisations (2002) Ltd. [2004] EWHC 1760 (Ch), [2005] 1 BCLC 1 (Lloyd J), upheld [2006] EWCA Civ 7, 
[2006] Ch 610; see also the obiter discussion in Belmont Park Investments Pty Ltd. v. BNY Corporate Trustee 
Services Ltd. [2011] UKSC 38; [2012] 1 AC 383, paras. 10-11 per Lord Collins. See J. Lopes, ‘Contractual 
Subordinations and Bankruptcy’ (1980) 97 Banking LJ 204; S. Rajani, ‘Enforceability of Subordination of Debt 
in a Liquidation’ (2000) 16 Insolvency L&P 58. 

49 In re Lehman Bros International (Europe) (in administration) (No. 4) [2017] 2 WLR 1497, [65]-[66], 
Lord Neuberger noting that there could however be some other public policy reason not to accede to the 
arrangement. 

°° United States Trust Co. of New York v. Australia and New Zealand Banking Group Ltd. (1995) 37 NSW 
LR 131 (CA); see also E. McKendrick, Goode on Commercial Law (4th edn., London, Penguin, 2010), 655-7. 

51 See, e.g., s. 563C(1) of the Australian Corporations Act 2001; s. 313(3) of the New Zealand Companies 
Act 1993. 

52 Re SSSL Realisations (n 48), per Lloyd J at para. 45. 5 Gullifer and Payne (n 15), [6.4.4.1.3]. 

54 See R. Goode, ‘The Nature and Transfer of Rights in Dematerialised and Immobilised Securities, in 
F. Oditah (ed.), The Future for the Global Securities Market (Oxford, Clarendon, 1996); J. Benjamin, The Law 
of Global Custody (2nd edn., London, Butterworths, 2002); A. Austen-Peters, Custody of Investments: Law and 
Practice (Oxford, Oxford University Press, 2000); M. Yates and G. Montagu, The Law of Global Custody: Legal 
Risk Management in Securities Investment and Collateral (4th edn., Bloomsbury Professional, 2013). 
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addition to the place where the custodian is actually located. The custodian may not be eli- 
gible to hold securities issued in those other countries, but could enter into arrangements 
with local sub-custodians for this purpose. The effect of such an arrangement would turn 
not only on the terms of the agreement between custodian and sub-custodian, but also 
on the legal and regulatory regime governing the sub-custodian’s activities in the local 
market.” 

The origins of custody are in safekeeping—holding or controlling title to securities on a 
client’s behalf **—but certainly it can be said that modern custody involves more than this. 
The basic custody services include settlement, and a range of asset services (such as receipt 
of dividends and interest payments, and communicating and acting on corporate events, 
e.g. voting rights, proxies). Additional custody services include cross-selling of financial 
products to the client (e.g. cash or securities lending, or derivatives), collateral manage- 
ment (i.e. the deployment of the custody portfolio as collateral for raising capital), and 
fund services (e.g. performance measurement, compliance monitoring, and reporting— 
e.g. for tax purposes).°° 

In practice, custody services are provided mainly by large banks. In any event provid- 
ing custody services is a regulated activity, and in the UK must be authorized under the 
FSMA 2000. Under this regime certain custody activities are subject to conduct-of- 
business rules, for example ensuring that adequate arrangements are made to safeguard 
clients’ ownership rights.® Catalysts for the introduction of these requirements and simi- 
lar ones elsewhere in Europe have been the Investment Services Directive," its succes- 
sor the ‘MiFID’ Directive (together with the associated implementing Directive™ and 
Regulation), and more recently the MiFID II Directive and associated Regulation™ 
(taking effect on 3 January 2018). A core obligation imposed by the MiFID regime on 
Member States is to ensure that investment firms“ make adequate arrangements for safe- 
guarding investors’ ownership rights in investment instruments (especially in insolvency), 
and do not use instruments for their own account, except with express consent. 

Customers of custodians come in a variety of shapes and sizes. They may be individual 
investors, fund managers, or institutions like insurance companies. They may be other 
banks or another part of the same bank (e.g. the fund-management arm). They will often 


5 M. Yates, ‘Global Custody’ in M. Blair, G. Walker, and S. Willey, Financial Markets and Exchanges Law 
(2nd edn., Oxford, Oxford University Press, 2012) [18.07]—[18.08]. 

°° The definition suggested in J. Smethurst and J. Benjamin, ‘Restatement of the Law Relating to Client 
Securities’ (2009) 4(3) Capital Markets Law Journal 311, 312. 

5 See further Yates and Montagu (n 54), Ch. 4. 

** D. Chan, F Fontan, S. Rosati, and D. Russo, “The Securities Custody Industry’ Technical Report 68, 
Occasional Paper Series from European Central Bank, August 2007, Table 1. 

°° FSMA 2000, Sch. 2, para. 5; Financial Services and Markets Act 2000 (Regulated Activities) Order 2001, 
2001 SI No 544, Art. 40; see further Yates and Montagu (n 54) Ch. 7, 

£ See FCA, Client Assets sourcebook (CASS) Ch. 6; FCA, Principles for Business, Principle 10; Yates and 
Montagu, ibid. 

6! Directive 93/22/EEC [1993] OJ L141/27. 

€ Markets in Financial Instruments Directive 2004/39/EC [2004] OJ L145/1. 

“ Directive 2006/73/EC implementing Directive 2004/39/EC [2006] OJ L241/26. 

“ Regulation (EC) No 1287/2006 implementing Directive 2004/39/EC [2006] OJ L241/1. 

“ Directive 2014/65/EU on markets in financial instruments and amending Directive 2002/92/EC and 
Directive 2011/61/EU [2014] Of L173. 

* Regulation (EU) No 600/2014 of the European Parliament and of the Council of 15 May 2014 on markets 
in financial instruments and amending Regulation (EU) No 648/2012. 

*” As to when MiFID applies, see Yates and Montagu (n 54), [7.13]; M. Haentjens and P. D. Gioia-Carabelles, 
European Banking and Financial Law (Routledge, 2015), 9.2.3.2. 

& Directive 2014/65/EU Art. 16(8). 
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be acting on behalf of their own customers in holding and depositing the securities. The 
kind of custodial services required will depend on the type of customer involved: thus, for 
example, asset management services may be important to long-term investors in securi- 
ties, while for hedge funds this will likely be less significant than collateral management 
services.” 

The legal position of customers vis-a-vis the custodian will be spelt out in a written 
agreement. Custodians may be entrusted with discretion about how the securities are held, 
although for record purposes customers will each have an account, which will be credited 
and debited in accordance with instructions. The agreement should also answer some obvi- 
ous questions. What liability is the custodian prepared to assume (if any), in the event of a 
depository or clearing system collapsing? Is the custodian entitled, for example, to use the 
securities for securities lending (i.e. the collateral management function described earl- 
ier)? (As explained earlier in this book, the term ‘securities lending’ is a misnomer, since 
the securities are transferred outright to the third party—often securities dealers which 
need to settle trades—who undertake to return equivalent securities. The custodian takes 
security from the third party as collateral and shares any fees it earns with its customers.”’) 
What duties does the custodian have in choosing and monitoring sub-custodians, which 
will be employed in the various jurisdictions where the issuers of the securities making up 
a portfolio are located? To what extent does it assume liability for their lapses? 

The agreement will obviously not be the only source of rights and obligations for the 
parties. Thus, tor example, the regulatory regime that governs a particular custody activity 
may itself supply rules regarding the use of sub-custodians (e.g. by mandating the exercise 
of ‘due skill, care and diligence’ in their selection and review).”' Recourse to the applicable 
domestic law will also be required to determine, for example, the consequences of the cus- 
todian’s insolvency, or the potential scope of its non-contractual liability—for example for 
negligence, or fraud, or where conflict of interests have arisen between its role, say, as fund 
manager or as collateral manager and its role as a custodian.” Of course, the scope of any 
such liability may be affected by the custodian agreement itself: it is common, for example, 
for the parties to agree to exclude or limit the liability of a custodian in certain circum- 
stances. The operation of such clauses may however be restricted by the general law (e.g. 
by statutory controls on limitation or exclusion of liability clauses in domestic contract 
law), or by the regulatory regime that governs custody activities. A further question that 
will require reference to the applicable domestic law is how security can be created over 
a customer's securities, for example to enable the customer to offer security for external 
borrowings, or to secure obligations owed by the customer to the custodian.” The answer 
to any of these questions will typically depend partly on the nature of the relevant property 
(i.e. that subject to the custody agreement), and partly on how the relevant law character- 
izes the relationship between customer and custodian. 


© J, Benjamin, ‘The Law and Regulation of Custody Securities: Cutting the Gordian Knot’ (2014) 9(3) 
Capital Markets Journal 327, making the case for a bifurcated approach to custody service regulation that 
would distinguish between ‘traditional custody’ and ‘client securities finance: 

70 See Chapter 18, Section II.B. 

7 The language of CASS (n 60), 6.3.1 Rule 1, as discussed in Yates and Montagu (n 54), [7.35]; in the English 
context see also the Trustee Act 2000, ss. 17 and 23, discussed in Yates and Montagu (n 54), [6.57}]-[6.63] (on 
the characterization of a custodian as trustee, see later text on p. 455 to n 79 et seq). 

72 See the previous edition of this book at 21; see also Yates and Montagu (n 54), (4.18]-[4.21]. 

73 For example, the controls introduced in Member States to give domestic effect to the EC Directive on 
Unfair Terms in Consumer Contracts 93/13/EEC (OJ L95/29), which could potentially be engaged in some 
custody arrangements: see further Yates and Montagu (n 54), [6.15]. 

74 See Ch. 18, Section III.A; see also Yates and Montagu (n 54), Ch. 4. 
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Take a situation where customer B has securities deposited with Bank A, a custodian, 
and these securities generate income—e.g. through the payment of a dividend on equity 
securities—that is received by Bank A. As far as the income is concerned, it may be that 
on a proper construction of the custody agreement this is simply received by Bank A in 
its capacity as banker. If this is so, the customer is simply a creditor of the bank for this 
amount, and does not acquire any interest in, or charge over, any asset of the bank. As 
such, if the bank becomes insolvent, all the customer can do is to prove in the liquidation 
as an unsecured creditor for the amount which was, or ought to have been, credited to 
it. However, the proper construction of the agreement may be that the income is held on 
trust by Bank A, such that (assuming the validity of the trust) the customer has a propri- 
etary interest that should be respected in the bank's insolvency. Moreover, the relevant 
regulatory regime may also have this effect—for example, by imposing a statutory trust in 
relation to cash held for the client by certain types of custodians.” 

As for the securities, take the simplest case: say definitive, bearer securities have been 
issued but are deposited with Bank A. 

One way of characterizing this relationship in English law is as bailment. Customer B 
is bailor, and custodian Bank A is bailee. Moreover, B does not lose its rights as bailor just 
because Bank A holds the securities, along with the same securities belonging to itself 
or others, and it is not possible to identify any one person's securities in the pool (e.g. 
by number). Bank A must still redeliver securities of the same type, denomination, and 
amount, even though not the identical securities. Title remains in all parties in the fun- 
gible pool in proportion to their respective deposits.” 

Bailment as a way of characterizing the relationship would be of great advantage to 
B. On Bank A's insolvency, B would have a proprietary right in the assets subject to the 
bailment, which means that they would not be available for distribution to Bank A's cred- 
itors. B could also trace where the securities had been wrongfully converted into other 
forms. Importantly, bailment can continue to operate where B sells its securities to C, if 
Bank A attorns to C as the new owner. This is obviously important, because atter their issue 
securities are typically traded, often frequently so, and in back-to-back trades. Arguably, 
attornment can work even if the securities sold are an undifferentiated portion of a larger 
quantity of identical securities, the custodian being estopped from arguing that severance 
and appropriation have not occurred. 

In practice, however, there are often real obstacles to characterizing the relationship 
as bailment. Bailment is possible even if the exact property is not returned, but English 
(although not North American) law does not go as far as accepting that the bailee can 
convert the bailment into a loan, substitute other goods, and convert the loan back into 
a bailment. Yet this is what a custodian will claim to be able to do, not least in the case 
of securities lending. ‘The problems for bailment are compounded when a sub-custodian 
is involved, as will often be the case in practice. Certainly English law recognizes sub- 
bailment and quasi-bailment (where the bailee never has possession). But can there be any 
sort of bailment if the securities go directly from issuer to sub-custodian, in other words if 
neither Bank A nor Customer B ever has possession? Regardless of the agreement between 


® Space Investments Ltd. v. Canadian Imperial Bank of Commerce Trust Co. (Bahamas) Ltd. [1986] 1 WLR 
1072, [1986] 3 All ER 75 (PC). 


7° See Yates and Montagu (n 54), Ch. 3. 

” For an example of this, see Re Lehman Brothers International (Europe) (in administration) [2012] UKSC 
6; [2012] Bus LR 667, interpreting the effect of client money rules in Ch, 7 of the Client Assets Sourcebook (n 
60); see also Yates and Montagu (n 54), [3.5]-[3.9], and [7.85]-[7.108]. 

7 Mercer v. Craven Grain Storage Ltd. [1994] CLC 328 (PC). 
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Bank A and B, what if that between Bank A and the sub-custodian denies that other than 
contractual rights are involved? In the case of a transfer from B to C, how can the sub- 
custodian ever be regarded as attorning to C, when neither it nor C is ever likely to know 
of each other's existence? And when the sub-custodian is in a foreign jurisdiction, even if 
Bank A and customer B are in London, is a court, especially a court in the foreign jurisdic- 
tion, likely to apply the English law of bailment? If securities are represented by a global 
note or are dematerialized, then bailment has often been assumed to not be an available 
characterization, even in the simplest of cases governed by English law: possession is cen- 
tral to bailment, yet there is nothing that can be physically possessed.” 

What, then, of trust as a means of characterizing the position of custodians? Can an 
intention be spelt out to constitute the custodian as trustee? If so, is there the requisite 
certainty in the subject matter of the trust? In the simplest case the records of a third party 
(the issuer; a securities clearing and settlement system) identify the custodian Bank A as 
holding the securities, but on behalf of B. English law would regard this as a clear indica- 
tion of an intention to create a trust. The position is trickier if the securities are recorded in 
the name of Bank A alone, or its nominee. Here the custody agreement, and Bank A’s own 
records, would be crucial to show the requisite intention, for in its absence the arrange- 
ment would be purely contractual and B would not have any beneficial interest in the event 
of Bank A's insolvency. 

As far as the subject matter of a trust is concerned, the typical situation these days is 
that Bank A as custodian will hold A's securities in an undifferentiated mass along with 
securities of the same type held by others. The securities may be held by sub-custodians. 
There may not be any definite instruments, not even a global note, and the securities are 
completely dematerialized. The pool of securities of all types held by Bank A as custodian, 
including the type held by B, will be constantly shifting as Bank A's customers buy and sell, 
as Bank A buys and sells securities it owns, and as Bank A engages in securities lending. 
Despite all this English law has no difficulty with the subject matter of the trust. It has long 
recognized a trust over a fungible mass, so long as there is an intention to create a trust. 
The so-called problem of allocation, which has bewitched some commentators, does not 
arise as it does with tangibles such as goods. The subject matter of any trust is intangibles, 
which can never be differentiated (or allocated). In English law, the nature of B’s beneficial 
interest is a functional interest in the shifting pool of securities of a particular issuer, held 
by Bank A as custodian." Note however that the custodian arrangement may permit the 
use of the securities by the custodian for certain purposes, and where this right is exercised 
to effect a transfer of securities to third parties, these assets will be taken out of the trust 
(though they may be replaced by other assets coming in, e.g. through securities lending)."' 

In summary, the characterization of the relationship between customer and custodian 
will turn on the agreement. Superimposing bailment over this agreement will be defeated 
in practice, given the nature of modern custodial arrangements (e.g. stock lending by cus- 
todians, the use of sub-custodians) and modern securities (represented by a global note 
or dematerialized). In common law jurisdictions, trust is a clear possibility, and is readily 
demonstrated where the customer is identified on third party records (“Bank A—account 
client B’). There are difficulties of proof if the register simply identifies Bank As nominee 


7 Cf. A. Beaves, ‘Global Custody; in N. Palmer and E. McKendrick (eds.), Interests in Goods (2nd edn., 
London, LLP, 1998); see also Palmer on Bailment (3rd edn., Sweet and Maxwell, 2009), [30-030]-[30-031]. 

8 For an example of this kind of analysis, see Mr Justice Briggs’ judgment in Re Lehman Brothers 
International (Europe) (in administration) [2009] EWHC 2545, para. 56; see also Goode n 54 and Yates and 
Montagu (n 54), Ch. 3. 

81 Smethurst and Benjamin (n 56), 319-20. 
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company as holder or the only records are those of the custodian or its sub-custodian. But 
there is no obstacle in principle to finding a trust, despite the fungibility of its subject mat- 
ter, so long as the intention to create a trust is clear. Different conceptions of ownership 
may be available in other jurisdictions, but ultimately what matters is that as a result of the 
application of these legal concepts, ‘the rights [of the customer] are proprietary in char- 
acter and that the securities pool is not available to general creditors of the custodian.” 

Wherever the customer does have a proprietary interest that falls to be respected in 
the event of the custodian’s entry into an insolvency or resolution procedure, a second 
question arises as to the speed with which assets can be released to customers in that pro- 
cedure. This will be an important question in the design of the insolvency and resolution 
regimes,“ given the potentially significant systemic implications where customers suffer 
from prolonged periods of illiquidity. 


II. DISTRIBUTING SECURITIES ISSUES 


Advising, arranging, and then distributing an issue of government or corporate securi- 
ties is an investment banking activity which goes back centuries. On this ground alone it 
justifies attention. But it is also a matter which can demand a considerable legal input. The 
documentation can be voluminous even if it is fairly standard, thanks to the activities of 
trade associations of capital market participants, such as the International Capital Markets 
Association (the members of which include banks, securities dealers and brokers, issuers, 
and asset managers). Moreover, there are a host of legal issues, which periodically bubble 
to the surface as issuers fail. Banks can then enter the frame as a convenient deep pocket 
for investors experiencing a loss. 


A. MECHANICS OF DISTRIBUTION 


(i) Brokerage, placement, underwriting, and purchase 


Analytically, without relating the discussion to the practices of any particular market, a 
bank’s involvement with an issue of securities can involve, in broad terms, a hierarchy of 
four types of agreement with an issuer. The first can be described as a brokerage agreement 
with the issuer. With this the bank will agree to provide services such as disseminating the 
prospectus or offering circular, handling applications for securities, and maybe liaising 
with a stock exchange if the securities are to be listed. The bank will not however be under 
a contractual obligation to solicit subscriptions. 

At the next level the bank could conclude what might be termed a placement agreement 
with the issuer. Again there will be no obligation on it to take any securities, but it will be 
obliged to secure subscriptions for the securities. This could be with professional invest- 
ors, and is often by way of a ‘private placement’ —that is, through an unadvertised sale to 
select (typically institutional) investors. One legal issue in such agreements is the standard 
to be expected of the bank in executing its task of placing the securities. The agreement 
may expressly set out this standard, for example (as is common) by requiring that ‘best 
efforts’ or ‘best endeavours’ are made by the bank.“ In the absence of an express provision, 


2 Goode (n 54) 120. 


** As noted in the Bloxham review, P. Bloxham, Final review of the Investment Bank Special Administration 
Regulations 2011, January 2014, 40. 
** See further later, Section II.B. 


* On the interpretation of ‘best endeavours’ clauses in the loan context, see Ch. 14 text on p. 417 ton 13 et seq. 
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the bank will need to exercise reasonable care and skill, unless a higher standard could be 
implied in the contract, for example on the basis of market practice (trade usage). A bank 
may employ brokers to assist it in placing the securities, and may have an action against 
them if they breach their undertakings and thereby cause the bank loss. 

Thirdly, if a bank agrees to underwrite an issue of securities, it commits itself to take 
them up in the event that the issue is undersubscribed.* In this sense it is clearly distin- 
guished from a brokerage agreement and a placement agreement. The obligation to take 
up the securities may be specifically entorceable even in common law jurisdictions, where 
the availability of this remedy is typically more restricted. In English law, section 740 of 
the UK Companies Act 2006 provides that a ‘contract to take up and pay for debentures of 
a company’ (which would appear to include an underwriting agreement for debt securi- 
ties) is enforceable by specific performance. This provision appears to have been inserted 
in response to case law (discussed in Chapter 14)* restricting the availability of specific 
performance for loan contracts,’ and as such says nothing about agreements to take up 
equity securities. The latter would appear to be in principle susceptible to an order for spe- 
cific performance in common law jurisdictions—particularly given the potential difficulty 
of estimating damages for the breach.’ Where there is uncertainty over the availability 
of specific performance of an underwriting agreement, other devices may be used by the 
issuer to protect its position (e.g. a director of the issuer being empowered to apply on the 
underwriter’s behalf to be allotted the number of securities underwritten). 

The advantage of underwriting to the issuer is obvious: it knows that it will be paid for 
the securities. Underwriting by the bank may even enhance the marketability of the secu- 
rities. In exchange for taking on the risk of non-take up of the issuer's securities, under- 
writers are paid a significant fee.” Underwriters may also share the risk (and their fee) 
with others, for example through an underwriting syndicate. Where this occurs, there 
needs to be an agreement on whether their liability is several, or joint and several. An 
underwriting bank can also enter sub-underwriting agreements with others, under which 
the latter agree to underwrite a certain amount of the securities. Other than by contract, 
an underwriting bank has no duty to the issuer in sub-underwriting its commitment.” 

Finally, the bank could agree to purchase the whole of the securities and then sell them 
to investors (a purchase agreement). If it does so there is a clear risk in relation to its cap- 
ital. Moreover, various consequences flow because in this situation it is acting as principal, 
rather than as agent of the issuer. First, if it is in direct contractual relations with those to 


% e.g. County Ltd. v. Girozentrale Securities [1996] 3 All ER 834 (CA). 

8” An alternative ‘softer’ commitment requires the bank to take up securities if third parties who agree 
to buy the securities fail to pay for them: see S. Witty, W. Pearce, and D. Hirschovits, “Underwriting Practice 
and Procedure’ in R. Panasar and P. Boeckman (eds.), European Securities Law (2nd edn., Oxford, Oxford 
University Press, 2014), [8.1.2]. 

38 See text on p. 452 to n 61; see also E. Ferran and L. C. Ho, Principles of Corporate Finance Law (2nd edn., 
Oxford, Oxford University Press, 2014), 274. 

® See s. 16 of the Companies Act 1907, and the annotated commentary in F.B. Palmer, The Companies Act 
1907 and the Limited Partnerships Act 1907: with explanatory notes, rules and forms (London, Stevens and 
Sons, 1908), 27. 

% One of the factors that influenced the NSW Supreme Court to order specific performance of a (partly 
performed) agreement for the purchase of shares in a private company in Georges v. Wieland [2009] NSW 
Sees" 

91 See further Office of Fair Trading, ‘Equity underwriting and associated services: An OFT market study’ 
(OFT, January 2011); Ferran and Ho (n 88), 373. As to the issuer’s ability to pay an underwriting fee for an 
equity issue, see A. Hudson, Securities Law (2nd edn., Sweet & Maxwell, 2013), [5-56]-[5-58]. 

%2 Eagle Trust pic v. SBC Securities Ltd. [1995] BCC 231. See E. Ferran, Company Law and Corporate Finance 
(Oxford, Oxford University Press, 1999), 630-3. 
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whom it on-sells, investors can thus make contractual claims directly against it. (If it is 
simply an agent, contractual claims will generally only be against the issuer.) Secondly, a 
bank may become responsible for any faults in the prospectus, offering circular, or the like 
published by the issuer. To both consequences we return. 


(ii) Obtaining the mandate 


How a bank becomes contractually involved in a stand-alone distribution of an issuer’s 
securities clearly depends on the circumstances. The issuer may have been a long-estab- 
lished customer of the bank, or have used it for a previous issue. One recent UK survey 
found that nearly three-quarters of debt capital market services were entrusted to banks 
with which the issuer had a lending or corporate brokerage relationship.”*” Alternatively, 
an issuer could conduct an auction, or call for tenders by those wishing to be involved in 
a distribution. This kind of process may however be more likely to result in the release of 
confidential information, and therefore be more unattractive to an issuer.” 

Where tendering is used in the distribution of securities, its legal character must be 
taken into account. In English law a tender is an offer. Since a bank in tendering is making 
an offer, it can withdraw it before acceptance if it decides it has pitched its bid incorrectly, 
or if the market changes. Conversely, the issuer is not obliged to accept the best bid in 
terms of price. Both rules are, of course, subject to contract. A bank could make an irrev- 
ocable tender: an issuer could commit itself to accepting bids from the lowest upwards. 
Depending on the market, it may be that the practice is to deal with tenders in a certain 
way. If the practice meets the standards for a trade usage—it is certain, notorious, and 
reasonable—the parties would be bound by the implied term. As a matter of fairness, 
English law does not permit referential tenders, in other words tenders expressed to be so 
many base points better than what another party bids, unless the party inviting the tender 
expressly permits this.” 

Debt securities are not always issued on a stand-alone basis. They may also be issued 
as part of a programme, in which there are multiple issues of securities over a period of 
time, pursuant to standard documentation. In such a case, the issuer would enter into an 
agreement with a panel of banks (or other financial institutions) at the outset, entitling 
the selected panel members to subscribe for securities subsequently issued under the pro- 
gramme, or (as the case may be) obliging them to do so to the extent that the issue is not 
otherwise fully subscribed.” 


B. PROTECTION FOR THE BANK VIS-A-VIS THE ISSUER 


A bank will want protection in distributing an issue, especially where it commits itself to 
purchase securities under an underwriting agreement or outright purchase agreement. 
A basic concern is whether the prospects for the issue are sound. Clearly the issuer can 


” FCA, Investment and corporate banking market study: interim report, Market Study 15/1.2, see also 
‘Equity underwriting and associated services’ (n 91), 70-2, on choice of underwriter. 

“ ‘The contractual terms of the existing relationship between the bank and client issuer may purport to 
restrict the client's ability to use other banks for securities distribution services; see FCA, Investment and cor- 
porate banking: prohibition of restrictive contractual clauses, Consultation Paper 16/31 and FCA, Investment 


and corporate banking market study: final report, Market Study 15/1.3, proposing a ban on such restrictive 
contractual clauses. 


” “Equity underwriting and associated services’ (n 91), 6.20. 
% Harvela Industries Ltd. v. Royal Trust Co. of Canada [1986] AC 207 (HL). 
” See Fuller (n 14), [1.105]-(1.107]; [7.03]-[7.15]. 
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be required to give representations and warranties as conditions precedent to the bank’s 
obligation—about the truth and completeness of the prospectus or offering circular, that 
the issuer is not involved in any material litigation or arbitration, that it has obtained all 
necessary regulatory approvals for the issue, that its most recent accounts were duly pre- 
pared, and that there has not been any material change in financial condition since then,” 
and so on. There is no legal objection to the representations and warranties having to 
remain accurate, until closing, or beyond. 

The banks commitment under the agreement could be made conditional on no event 
occurring which makes the representations and warranties incorrect. Additional condi- 
tions precedent to the bank’s obligation could be that the issuer obtains a stock exchange 
listing, and that there be favourable certificates and reports from the issuer’s directors and 
auditors. It is simpler and clearer if the bank can obtain a condition precedent in relation 
to the latter heads, rather than having to prove a breach of a warranty and representation. 
The bank can always waive non-compliance with a condition precedent if it is happy to 
continue its commitment. 

Importantly, the bank can take an indemnity from the issuer for losses it incurs as a 
result of the distribution. These could be direct losses of the bank, or losses it incurs as a 
result of investors claiming against it. An indemnity clause in relation to the latter avoids 
the argument at common law that such damages are too remote—not being within the 
reasonable contemplation of the parties.” It can also usefully cover the costs to the bank 
of defending any action by investors. English law makes illegal a contract to indemnify 
a person in respect of liability for fraud. If a bank is unaware that a prospectus, say, is 
fraudulent, it could rely on the indemnity. But if it continues to promote the issue once it 
knows of the true state of affairs, or is reckless about them, it cannot invoke the indemnity 
against the issuer." Even in the absence of fraud, the securities law of some jurisdictions 
may restrict the enforceability of indemnity clauses, for example where their availability 
is perceived to run counter to the policies that underpin the bank's legal liability to an 
investor.'”' In such circumstances, banks may prefer to insist on a contractual provision 
for contribution, which provides a framework for the apportionment of liability between 
issuer and distributing bank (rather than providing a complete indemnity for any liability 
of the latter). Any delay between the bank undertaking a commitment and closing raises 
the possibility of events occurring which are adverse to the issue. A bank could be saddled 
with some very unattractive securities. Consequently, it will try to insist on a force majeure, 
or market disruption clause, whereby it can avoid its commitment to take the securities in 
the light of specified events. These could be a change in national or international political, 
economic, legal, tax, or regulatory conditions. In English law such force majeure clauses 
are best regarded as limiting the bank’s obligation to perform, rather than as shielding it 
from liability for breach of contract by failing to perform. Naturally the bank will wish 
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to make the decision itself whether the events set out in the clause have occurred. One 
limit on its discretion, which the issuer may be able to negotiate, is that the bank’s opin- 
ion be reasonably held.' Another would be that the bank also hold the opinion that the 
happening of the event materially prejudices the prospects of success of the issue. The test 
of materiality would probably be whether the event would reasonably affect the mind of a 
reasonable investor. The International Capital Markets Association has agreed standard- 
form force majeure clauses for debt securities.” 


C. BANK’S LIABILITY TO INVESTORS 


(i) The bank’s own wrongdoing 


In distributing an issuer's securities, a bank can obviously incur legal liability through its 
own conduct. Its sales people may make misrepresentations or negligent statements, or 
may even act fraudulently. This may trigger liability for the bank under civil law (includ- 
ing contract law, if the representations induced entry into a contract or formed a term of 
it, and tort law), as well as under the applicable securities law. The former type of claim 
is considered in this section, and securities law claims in subsequent sections. Both types 
of claims have featured in a large number of financial ‘mis-selling’ cases that have been 
brought by retail and institutional investors in the wake of the global financial crisis. 

In English law a representation made by a distributing bank can be innocent and still 
give investors a remedy (in the form of the option to set aside, or rescind, the contract), 
though it must be a positive representation of fact (or law),' rather than a statement of 
mere opinion.’” The requirement of a positive representation probably’ excludes omis- 
sions or non-disclosure, unless they could be said to have resulted in a half-truth’” or 
occur in such circumstances that they amount to an implied representation.''” Negligent 
misstatement is broader, covering both opinions and ‘pure’ omissions, but at its heart there 
must be an assumption of responsibility by the bank.''' As for a fraudulent statement, 
there will be a heavy burden on an investor to demonstrate the requisite knowledge or 
recklessness in relation to a falsity. Statute also requires that some kinds of fraudulent 
statement be made in writing to be actionable.'’’ In the case of each—misrepresentation, 
negligent statement, and fraudulent statement—the investor must have relied on what the 
bank said in purchasing the securities.’ 


i There may in any event be an implied term to this effect: see Ch. 14, text on p. 441 to n 155. 

105 Extracted in Puller (n 14), [7.253]. 

He See H, G. Beale, Chitty on Contracts (31st edn., London, Sweet & Maxwell, 2012), [6-016]. 

"7 Though an opinion may have embedded within it some representation of fact (e.g. as to the represen- 
tor’s state of mind), and this may be actionable: see Smith v. Land & House Property Corp (1885) LR Ch. D. 
7; Springwell Navigation Corporation v. JP Morgan Chase Bank [2010] EWCA Civ 1221, [2010] 2 CLC 705 
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An investor’s remedies will turn, in part, on the way a distribution is structured. On 
the one hand if the bank is acting as broker, or is placing the securities with investors 
on behalf of the issuer, any contract is with the issuer: the bank is simply the agent. 
Misrepresentations by the bank, within the scope of its actual or apparent authority, are 
attributable to the issuer, even though the brokerage or placement agreement forbids such 
behaviour.'" Rescission will probably be the favoured contractual remedy of investors. 
However, the right to rescind can be lost—investors may be taken to have affirmed the 
contract, for example by accepting dividends or interest payments; they may have disabled 
themselves from restoring the securities, for example by selling them in the secondary 
market; or they may be deteated by a simple lapse of time in taking action (unless the mis- 
representation was a fraudulent one, in which case lapse of time is no bar under English 
law). Another form of remedy for the investor is damages.''* Where the representation has 
contractual force (because it formed a term of the contract or of some collateral contract), 
the investor may sue in contract for damages for breach. Contractual damages are prima 
facie the ditterence between the actual value of the securities and the value if the represen- 
tation had been true. In English law the measure of damages for tort (negligence, or in the 
case of fraud, deceit) is different: investors are confined to their actual losses, calculated to 
put them in the position as if the tort was not committed (or as if the representation had 
not been made, rather than the gains they might have expected had the representation 
been true). Thus what they pay for the securities is the benchmark for their losses. If the 
issuer is liable to investors, in practice the bank will often be liable in turn to the issuer 
under an indemnity given to it for any loss suffered. 

On the other hand, if the investor buys from the bank, which sells securities which it has 
in turn bought from the issuer (as underwriter or under a purchase agreement), contrac- 
tual remedies lie in the first instance against the bank. However, once allotted, the security 
will also give rise to a contract directly with the issuer. If investors rescind, rescission will 
be of both the contract of sale with the bank, and the contract which an investor has dir- 
ectly with the issuer on the security. It almost goes without saying that negligent statement 
or fraud by the bank, when acting as principal, makes it directly liable to investors.''® 

It is important to note that the bank’s liability under any of these heads may be limited 
or excluded by agreement with an investor. These provisions are unlikely to be effective in 
relation to fraud, but may in principle be effective in relation to lesser civil liability claims, 
with the result that they preclude (e.g. in common law jurisdictions, by way of an estop- 
pel)! the investor from alleging that a pre-contractual misrepresentation induced their 
entry into a contract, or that such a misrepresentation was made at all. Such clauses may 
however be subject to statutory control, for example (as in the UK) by requiring them to 
be subject to a ‘reasonableness’ test.''* Reasonableness may be relatively straightforward 
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to establish in a case involving institutional investors; the position may be otherwise in 
relation to retail investors. 


(ii) The issuer’s wrongdoing: the bank’s duty of due diligence 


So far the discussion has revolved around the bank’s own representations, negligent 
statements, and fraud in distributing an issuer’s securities. If the issuer is responsible for 
such wrongs, then its liability to investors will be along lines parallel to those discussed. 
A detailed discussion of the issuer’s liability is beyond the scope of this book, which is con- 
cerned with the position of banks as distributors of another's securities. But there is one 
matter which deserves attention—the liability of the bank for the issuer's wrongdoings. 

Perhaps the best illustration is if the offering circular or prospectus is false. The bank 
distributes it to prospective investors, who consequently suffer loss. The issuer fails. As 
a practical matter, investors’ remedies against the issuer are worthless. (So, too, are the 
bank’s remedies against the issuer, previously discussed.) Investors therefore look to the 
bank as a deep pocket from which to recover their losses. This is not a merely theoretical 
possibility. In 1994 the Supreme Court of the Netherlands held that, in principle, the lead 
bank of a syndicated bond issue could be liable in such circumstances. The decision was 
based on a provision in the Dutch civil code, that persons commit a tort by publishing or 
making available misleading information in relation to services offered by them as prin- 
cipal, or on another’s behalf, in the course of a business or profession. Liability was not 
confined to those parts of the prospectus which the bank had prepared. Indeed, the bank 
was not necessarily entitled to excuse itself if the faulty contents had been approved by 
independent auditors. The court noted, however, that if a person distributing a text has 
included a clear and unambiguous statement that it is not responsible for particular parts, 
and that it does not accept responsibility for them, it can effectively disclaim liability. 

The upshot is that banks distributing an issuer's offering circular or prospectus may 
be liable unless they have undertaken a due diligence exercise. In other words, they must 
make reasonable inquiries about the statements in it, and must reasonably believe that 
these are true and that there are not material omissions. That the securities are listed on 
an exchange is not conclusive about the truth or completeness of the prospectus: the bank 
must conduct its own investigations. This it can do by discussions with the borrower and 
external checks. 

To what extent does this represent the position in English law? Certainly it is some- 
times said that it is market practice to do due diligence—to check the issue as well as the 
suitability of the issuer by discussions with it and by external checks. Even if this is market 
practice, translating it into a legal duty is not a one-to-one process. Under a brokerage or 
placement agreement, a bank is acting as agent and so is not directly liable to an investor 
in contract. But it could be liable in negligence or fraud. Handing on the issuer’s prospec- 
tus, for instance, does not necessarily exculpate the bank from liability in negligence, to 
the extent that (as noted above) it owes a duty of care to the investor. Here any market 
practice could be used to set the standard of care which the law demands. Were the bank to 
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know about a false statement or material omission in the prospectus, or were the bank to 
be reckless about any faults in it, fraud is a possibility. In very special circumstances banks 
may owe fiduciary duties to investors.!”” 

If the bank sells as underwriter, or has purchased an issue for on-selling, it acts as prin- 
cipal. The potential liability to investors in contract is two-fold. First, in relation to a mis- 
representation in, say, the prospectus, it may be that investors can demonstrate that they 
contracted on this basis, with the result that any contract with the bank is susceptible to 
rescission. Secondly, if the market practice is to conduct a due diligence exercise, then it 
may be possible to imply a term in the contract that due diligence has been observed in 
this instance. Failure to do so constitutes a breach. However, English law puts significant 
road blocks in the way of establishing a term by way of a trade usage. 

Even if liability could be founded on these various bases, however, English common 
law gives a free rein to banks to negate it by denials, disclaimers, and exclusion clauses. 
(As already noted earlier, the one exception is fraud, where as a matter of public policy the 
courts treat attempts at exclusion as void.) Thus offering circulars and prospectuses con- 
tain prominent statements that the issuer is responsible for information in it, that it takes 
responsibility, and that no person has been authorized to give any information or to make 
any representations other than those in the document. For reasons already given, exclu- 
sions and disclaimers will generally pass muster under the statutory law on unfair contract 
terms,'*’ with the result that a bank may be successful in shielding itself from civil liability. 
However, in English law statutory liability cannot be excluded by disclaimer or exclusion 
clauses. Thus a key issue, to which we return later, is whether a bank may be liable for an 
issuer's faulty prospectus under the applicable securities laws.” 


D. TRUSTEES TO DEBT ISSUES 


As members of a company, shareholders are in theory able to protect their own interests, 
with company law typically providing the mechanisms through which shareholders (as 
the owners of the company) can take action to do so, for example through general meet- 
ing. In some civil law jurisdictions, company law makes similar provision for the hold- 
ers of debt securities, providing rules for collective decision-making (the constitution of 
meetings, the capacity of a prescribed majority to bind a dissenting majority, etc.) and 
for the appointment of a representative to exercise powers on behalf of securities holders 
collectively, either with or without their consent. Where company or securities law does 
not make such provision, mechanisms must be developed contractually to coordinate the 
response of the holders of securities to particular events (e.g. an event of default, or a 
proposal for debt restructuring) so that negotiations are not unnecessarily delayed by the 
hold-up behaviour of some or other collective action problems, and to monitor the risk of 
such events occurring. 

One device commonly deployed in Anglo-American jurisdictions is the appointment 
of a corporate trustee empowered to act on behalf of the holders of debt securities. The 
corporate trustee would for example be empowered to call default, and given related dis- 
cretion to accelerate the issuer's liability and to commence enforcement action on behalf 
of the class. The trustee may be empowered to exercise these powers without the approval 
of securities holders (though they may be obliged to exercise them on the direction of a 
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prescribed majority). The rights that holders of securities would otherwise have had to 
individually commence enforcement action will be contractually suspended.'” 

For a century the Law Debenture Trust Corporation plc—a widely held public 
company—has been appointed as a trustee of many debt issues in the United Kingdom 
and abroad. However, a number of international banks have arms which can, and do, act 
as the trustees to issues of debt securities. Both for this reason, and since it is an important 
element in many such distributions, some discussion of the role of the corporate trustee 
is necessary. 


(i) Appointment of a trustee 


Some jurisdictions mandate the appointment of a trustee. For example, the Singaporean 
listing rules require the appointment of a trustee to represent the holders of debt securities 
listed on the Singapore Exchange, subject to certain exceptions.'™ A broader rule requir- 
ing the appointment of trustees exists in both the US!” and in Australia, ™ although both 
regimes exempt some kinds of issues from the requirement. In those civil law jurisdictions 
where the concept of the trust remains unknown, the law may mandate the appointment 
of a representative who owes duties similar to those owed by a trustee in common law 
jurisdictions." 

However, some jurisdictions do not require a corporate trustee or anything equivalent. 
Moreover, some Euromarket issuers eschew a corporate trustee. There is a cost, including 
the increased documentation. Sovereign borrowers resent the suggestion that they will 
not act in the interests of investors. Instead a fiscal agent may be appointed—as an agent 
of the issuer—with responsibility for administrative tasks such as running any register, 
publishing notices, acting as a conduit for information, drawing bonds for redemption, 
and so on. In a common law jurisdiction a fiscal agent may be regarded as holding any 
moneys to be paid to investors on trust. In special circumstances investors may also have a 
claim in negligence against the fiscal agent. As for the claims against the issuer on default, 
the holders of definitive bearer securities or of registered securities (held directly rather 
than through an intermediary) would have a direct claim. The position is more complex 
where the securities were issued as part of a global note, held by a depository on behalf 
of all securities holders. One solution here is for the issuer to undertake in a deed poll to 
pay securities holders on default. In English law rights under a deed poll are enforceable 
despite the absence of privity of contract.'” 

In theory, trustees appear better positioned than securities holders to take timely 
enforcement action, because they are likely to have better information about the issuer. > 
In reality the trustee's effectiveness will depend on whether they have sufficient incen- 
tives to act in the interests of securities holders, which will be influenced by the compen- 
sation structure and the scope for personal liability." There may be a risk that trustees 
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become aligned in some way with the interests of the issuer rather than those of securities 
holders, and thereby fail to properly anticipate or respond to the risks of default, etc.” 
(Certainly, there is enormous advantage to issuers of having a trustee. A trustee can waive 
breaches on an issuer's part and agree to some modifications of the issuer’s responsibilities 
to investors.'* They are saved from multiple suits, or from suit by the renegade investor 
who will not accede to a rescheduling.) However the reputation that the corporate trustee 
wishes to foster among investors (as in the case of a large investment bank that offers cor- 
porate trusteeship alongside a range of other investor services, such as underwriting) may 
help to promote the effective performance of its functions.!°” 


(ii) The position of investors 


The appointment of a trustee transtorms the position of the investor. In the terms govern- 
ing the debt security—the bond, note, or debenture—the issuer may undertake to pay the 
investor, but only the trustee will be entitled to enforce the terms and call default. This is 
the so-called ‘no action’ provision. The investor expressly relinquishes its right to proceed 
directly against the issuer, except in the situation where a specified number of investors 
direct the trustee to enforce the security, and it fails to do so within the prescribed period. 

In English law an investor will take subject to such limitation with the result that they 
may be restrained from pursuing a range of actions against the issuer, depending on the 
proper construction of the no-action clause.'** This will likely include petitioning for the 
commencement of insolvency proceedings as well as the pursuit of individual enforce- 
ment remedies.” The clause will bind even if the investor does not see a debt instrument 
(which remains with a custodian or is dematerialized). The limitation will likely be set 
out in the prospectus or offering circular, and the trust instrument, and there would be 
no difficulty finding that such a term (being in common usage) was incorporated into the 
contract between issuer and securities holder. For this reason an investor buying on the 
secondary market will also be bound. American law was historically more protective of 
investors in relation to no action clauses.'*” At the other end of the spectrum, Germany has 
introduced something equivalent to a no-action clause in statute (i.e. as a mandatory rule), 
such that it would not need to be provided by way of contract at all.“ 

Typically the terms will give a majority (as defined) of investors the right to direct the 
trustee to enforce them. Meetings for this, and other purposes such as rescheduling, must 
be called and conducted in accordance with the terms of the debt instrument and trust 
instrument. Investors have the power to decide the matters expressly conferred and none 
other. Since a majority can bind a minority, there are some common law limits on the 
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conduct by the majority in having a resolution passed—but only if it is oppressive, dis- 
criminatory, or fraudulent. Some jurisdictions (such as Germany) prescribe by statute the 
extent of the majority that is required for certain kind of decisions to be made;'” the US 
goes further in providing that some types of decisions (including, crucially, the adjustment 
of the principal outstanding) can only be made unanimously,'** except of course where a 
court-sanctioned reorganization plan is used.” 


(iii) Rights and duties of a trustee 


The trustee of an issue is constituted by a trust instrument. Under this the issuer will 
give a series of undertakings to the trustee. Of prime importance is the undertaking to 
pay the interest and ultimately the principal. This will be underpinned by undertakings 
to conduct its business in a proper manner, to prepare proper accounts and have them 
audited, to provide the trustee with information and documents (e.g. accounts, notifica- 
tions of default, certificates of compliance), to use reasonable endeavours to maintain any 
exchange listing, and so on. These obligations may parallel the obligations owed to the 
holders of the securities but it is useful to distinguish them, for doing so enables proper 
identification of the property that the trustee holds ‘on trust’ for securities holders.’ It 
has been plausibly argued that this property is the undertakings given by the issuer to 
the trustee, rather than the obligations owed by the issuer to the securities holders.'*° The 
trustee will however be empowered to enforce the undertakings of the issuer governing 
the securities themselves—such as the negative pledge clause—as if they were in the trust 
instrument. Any failure on its part can be visited by an action by the investors as benefi- 
ciaries under a trust. 

The trustee has conferred on it the discretion whether or not to call default, indeed, 
in some cases, whether or not default has occurred. (The events of default will include 
breaches of the undertakings governing the securities and the trust instrument.) Individual 
investors relinquish that right, although the documentation will confer on them the power 
to direct the trustee to call default if they constitute the requisite majority, subject to the 
trustee being indemnified against liability that may flow from the trustee's actions in call- 
ing default and accelerating liability.’ The trustee will also be entrusted with a power to 
waive or authorize breaches by the issuer of its various undertakings, and to determine 
that they are not to be treated as events of default. A prerequisite to this may be that the 
trustee is of the opinion that none of this will materially prejudice the investors. Coupled 
with the discretion to call default will be a power to agree minor or technical modifica- 
tions, although any substantial restructuring (e.g. reducing or cancelling any amount pay- 
able, or extending the period of payment) will demand the agreement of investors. 

In general terms a corporate trustee is in no different position from any other trustee, 
and its conduct is controlled by the same rules. It must act with reasonable care and skill, 
and in the interests of the beneficiaries/investors. Care and skill in this context have been 
said to require the trustee to act as if it were the investor. Indeed a corporate trustee will be 
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held to a higher standard than an ordinary trustee, since it carries on the specialist busi- 
ness of trust management.'* As for acting in the interests of beneficiaries, the general law 
demands that the trustee take appropriate action not only when facts come to its know- 
ledge, but also if it is put on inquiry that something is wrong. It is also in breach if it does 
not ensure an adequate flow of information from the issuer.'“? Breach exposes the trustee 
to the risk of personal liability, except where the breach can be excused by securities hold- 
ers, or by the court. In the UK, the Trustee Act 1925 gives the court discretion to excuse 
a trustee from breaches of trust if it acted honestly and reasonably, and ought fairly to be 
excused,” although there is a judicial reluctance to use this with professional trustees. 

In practice, however, the documentation will subtract from the standards usually expected 
of trustees, reducing the scope for breach to occur. Unless a trustee has actual knowledge or 
express notice of default, it will be entitled to assume that none has occurred (the so-called 
Ostrich clause). Although it is there to monitor the behaviour of the issuer, it will be able to 
rely on the certificates of the issuer's directors that all is well. Its absolute and uncontrolled 
discretion as to the exercise of its trust will enable it to release the issuer, and its directors, 
if the certificates are prepared negligently.’ It will have no duty to disclose to investors any 
information it obtains about the issuer, except as specifically provided for in the trust deed. 
Provided it exercises reasonable care in the selection and review of agents, nominees, and cus- 
todians (which it will be empowered to appoint), it will not be responsible for their default.! 
Despite the general strictures about conflicts of interest, the trust instrument will enable the 
trustee to enter into contracts and financial arrangements with the issuer, including banking 
contracts and financial facilities. It will also be permitted to underwrite, distribute, or deal 
with the securities of the issuer or its affiliates, and to act as the trustee of other debt issues. 

In some common law jurisdictions, legislation places a floor under the duties of trust- 
ees. Too great a subtraction from the ordinary duties of trustees would constitute a breach 
of statute. The Trust Indenture Act of 1939 in the United States is one example, deeming 
some duties to be automatically included in the trust deed, providing rules on disqualifi- 
cation in the event of conflicts of interest, and restricting the ability of parties to contract 
out of the statute.'*? English law takes a more relaxed approach. The Trustee Act 2000 is 
an illustration, offering statutory protection to investors with one hand through its impos- 
ition of the duty to act with reasonable care and skill, but then subtracting from it with the 
other: “The duty of care does not apply if or in so far as it appears from the trust instrument 
that the duty is not meant to apply’'’™ In one case there was judicial disapproval of a clause 
in a trust deed which enabled the trustee (which was a bank) to act as bankers to the com- 
pany, to make advances, and to do other things in that capacity.'*° However judicial dis- 
pleasure never manifested itself in a rule of law against such conflicts of interest (although 
in practice English banks withdrew from being trustees of debt issues). 

At some point a trustee exempted from the duties laid down in the general law or statute 
must cease to be a trustee, although there seems to be very considerable leeway.'°° Since 


148 Bartlett v. Barclays Bank Trust Co. Ltd. [1980] Ch 515. See also Trustee Act 2000, s. 1(1). 
wiTpidn 5321534 i Soule 
51 New Zealand Guardian Trust Co. Ltd. v. Brooks [1995] 1 WLR 96 (PC). 


152 Trustee Act 2000, s. 23(1). 
53 15 USC § 77 000, jjj, aaa—bbb; P. Rawlings, ‘Reinforcing Collectivity: The Liability of Trustees and the 


Power of Investors in Finance Transactions’ (2009) Trust Law International 14, 16; P. Rawlings, “Ihe Changing 
Role of the Trustee in International Bond Issues’ (2007) JBL 43, 63-4. 
54 Trustee Act 2000, Sch. 1, para. 7. 


155 In re Dorman, Long & Company, Ltd. [1934] 1 Ch 635, 671. 
56 As illustrated by the decision in Citibank NA v. MBIA Assurance SA [2007] EWCA Civ 11; [2007] 1 CLC 


113; analysed in A. Trukhtanov, “The Irreducible Core of Trust Obligations’ (2007) 123 LQR 342. 


468 PRINCIPLES OF BANKING LAW 


1948, the companies legislation has invalidated clauses in trust instruments for securities 
where these exempt or indemnify the trustee in advance ‘for breach of trust where [it] fails 
to show the degree of care and diligence required of [it] as trustee, having regard to the pro- 
visions of the trust deed conferring on [it] any powers, authorities or discretions.'*” What 
the provision promises in its opening words is denied by the qualifying phrase: trust deeds 
can set the standards at a low level from the outset. Such provisions could be interpreted 
as limiting the scope of the trustee’s duties at the outset, rather than excluding liability 
for subsequent breach of them,'* with the result that they could escape the application of 
statutory controls on exclusion clauses such as the requirement of ‘reasonableness’ in the 
Unfair Contract Terms Act 1977. However, it is not clear that this Act applies at all in this 
context,'” and even if it did (such that the clauses had to be ‘reasonable’), it is very difficult 
to see how a lowering of the trustee's standard does not meet the test of reasonableness 
when the relevant contract involves a corporate trustee and a commercial issuer. 

In the result it seems that the English trust instrument can remove the usual duties of a 
corporate trustee, although they can never be permitted to act fraudulently (which would 
appear to include being recklessly indifferent to the interests of the securities holders, a 
species of bad faith).'® Apart from fraud, controlling the move away from core duties for 
corporate trustees therefore turns largely on self-regulation and legal practice. In a 2006 
report on trustee exemption clauses, the Law Commission conveyed its preference for this 
approach over greater legislative intervention.’® 


II. SECURITIES REGULATION 


Banks operating within the scope of securities laws are obviously subject to both bank- 
ing and securities regulation. For the bank it means superimposing a layer of additional 
regulation on basic banking regulation. In jurisdictions where banking and securities 
regulation are institutionally separate, there is also the problem of regulatory coordin- 
ation. Clearly there are good reasons for the different regulators to cooperate which have 
recently been thrown into focus by implementation of the new dual-regulation regime 
in the United Kingdom applicable to banks. Chief among these are efficiency, avoiding 
regulatory gaps and overlaps, and information sharing. The concept of ‘lead regulator is a 
means of achieving such coordination which is the principal method used in the new UK 
financial regulatory system. One of the regulators takes the lead, depending on the particu- 
lar activity of the regulated institution, and in the UK, the Financial Conduct Authority 
(FCA) is the new lead regulator in the space of securities regulation under the Financial 
Services and Markets Act 2000 (FSMA) as amended by the Financial Services Act 2012. 
Banking law as conceived in this book is imperialistic, but even it must draw the line at 
securities regulation. Until relatively recently, securities law outside the United States was 


197 See now Companies Act 2006, s. 750. 

13 See Gullifer and Payne (n 15), 351-2. This distinction was explored in another context in JP Morgan 
Bank v. Springwell Navigation Corp [2008] EWHC 1186 (Comm), and on appeal [2010] EWCA Civ 1221; 
[2010] 2 CLC 705. 

eT bidias53y 

1 Law Commission, Trustee Exemption Clauses (Law Com. No 301; Cm 6874) 20 June 2006, discussing 
Armitage v. Nurse [1998] Ch 241 and subsequent cases; see also Citibank NA v. MBIA Assurance SA [2007] 
EWCA Civ 11; [2007] 1 CLC 113; cf. P. Matthews, ‘The Efficacy of Trustee Exemption Clauses in English Law’ 
(1989) 53 Conv. 42. In Spread Trustee Co Ltd v. Hutcheson [2011] UKPC 13, [2012] 2 AC 194, the Board of 


the Privy Council preferred the approach of the court in Armitage over the argument advanced by Matthews. 
16! Trustee Exemption Clauses, ibid. 


CHAPTER 15 BANKS AND THE CAPITAL MARKETS 469 


relatively under-developed. Now in many jurisdictions it is a subject in its own right with a 
myriad of rules, of which only the expert securities lawyer can be master.'*? This part of the 
chapter can only touch the surface of securities law, mainly as it relates to the activities of 
banks in the issue and distribution of securities. The discussion is limited to authorization 
(licensing), the responsibility of banks for information disclosed by issuers of securities, 
and the impact on banks of relevant marketing and other restrictions. To make the subject 
manageable, the discussion focuses on the securities law of the United Kingdom although 
this increasingly reflects the uniform requirements of European Union law. 


A. REGULATION OF INVESTMENT SERVICES 


As with banking regulation, authorization (or licensing) in the field of securities regula- 
tion is preventive in design. As we have seen, a bank needs authorization to carry on a 
regulated activity in the United Kingdom.“ Regulated activities principally include, so far 
as securities are concerned, engaging in one or more of the following: investment dealing 
as principal or agent, investment brokering or otherwise arranging deals in investments, 
investment management, advising on investments, and running collective investment 
schemes.’ Investments are defined widely to cover a whole range of securities, deriva- 
tives, interests in collective investment schemes, and so on.'® The details of all this are 
beyond our horizon, although it is as well to remark that the securities regimes of other 
jurisdictions use different statutory hooks from the concept and definition of ‘investments’ 
used in the UK legislation. In the mainstream what is caught is the same, but this is not 
necessarily so at the edges. 

In the UK, authorization is effected by the relevant prudential regulator, either the 
FCA or the Prudential Regulation Authority (PRA). In the case of banks, as deposit 
takers prudentially regulated by the PRA, these will obtain their authorization from 
the PRA. The details of the authorization regime are of no direct concern to securi- 
ties regulation, although fitness to comply with securities regulation will doubtless be 
relevant in such decisions. Further we should note that licensing as a tool of regulation 
cannot stand alone. It can prevent the unsavoury engaging in regulated securities activi- 
ties, but once someone has obtained a licence the threat to withdraw it can simply act 
in terrorem, rather than as a realistic means of influencing daily behaviour. That, as a 
matter of law, needs detailed rules that can be policed and enforced on a day-to-day 
basis. Contravention of the rules made under FSMA applicable to securities regulation 
can be injuncted or a restitution order sought to recover the profits accruing, or invest- 
ors’ losses arising, from a contravention.'® In addition to action by the regulators, pri- 
vate, but not professional, investors can sue in Court for their losses when the rules 
are broken.!” Eligible complainants may also opt to pursue a complaint to the rele- 
vant bank and thereafter to the Financial Ombudsman Service, which must be handled 
and compensation offered in accordance with the FCA’ rules contained in its Dispute 
Resolution: Complaints Sourcebook (DISP). 

The jurisdictional reach of the licensing regime is also important given that securities 
activities frequently have a cross-border element. ‘The relevant sanction, which the foreign 
bank must have its eye on in this regard, is the unenforceability of its agreements if it is 
not licensed but ought to be. FSMA draws a wide circle. It is clear on its face that one can 
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carry on investment business in the United Kingdom without having a permanent place of 
business: engaging in the United Kingdom in one of the investment activities mentioned is 
sufficient.'* There would, of course, need to be the continuity, or anticipation of continu- 
ity, which is a prerequisite in English law to the notion of carrying on business. 

Nonetheless, the foreign bank may still be able to avoid the UK licensing regime, 
while engaged in some UK investment activity. FSMA itself provides several exemp- 
tions. One is if the foreign bank dealing in securities as principal or agent acts through 
an authorized person. Perhaps this is not a popular route, since banks generally pre- 
fer to avoid working through others in this area (not least because of the fees forgone). 
But another gateway is if the foreign bank in dealing in investments—buying, selling, 
subscribing for or underwriting securities or contractually based investments—enters 
into a transaction as a result of an unsolicited approach by the person in the UK, or 
an approach which does not contravene the financial promotion regime. Approaching 
investment professionals, rather than private investors, is an easily achievable way of 
doing this.” 

The other major avenue through which a foreign bank may avoid the UK licens- 
ing regime is if it can take advantage of the single passport created by the Markets in 
Financial Instruments Directive (MiFID), which extend to credit institutions such 
as banks when they provide investment services. ”! MiFID has been in effect since 1 
November 2007, replacing a more limited predecessor directive called the Investment 
Services Directive (ISD), and has essentially come to largely occupy the field in terms 
of securities’ related services. Unlike in FSMA 2000 which has a single list of regulated 
activities, MiFID divides investment services into core (investment services and activi- 
ties) and non-core (ancillary) services. If a firm is authorized to provide some core ser- 
vices in its home Member State, it is then subject to the requirements of MiFID (as 
implemented in the relevant domestic law) as regards both core and non-core services, 
and may freely ‘passport’ its services throughout the EU. Ifa firm only provides ancillary 
non-core services, then it is not subject to the requirements of MiFID at all, does not 
benefit from the MiFID passport and national regulators may be free to impose their 
own national legal requirements. 

The core services in MiFID (at Section A: Annex 1) are reception and transmission 
of orders, execution of orders, dealing on own account, portfolio management in, advis- 
ing on, and underwriting and placing financial instruments, or operating a multilateral 
trading facility. Ancillary services (defined at Section B: Annex 1) include such activities 
as safekeeping of financial instruments, granting credit or arranging currency exchange, 
advising on capital structures, and research services. All these services generally work by 
reference to services provided in relation to ‘financial instruments’ (defined at Section 
C: Annex 1) which is drawn broadly to include all transferable securities, money market 
instruments, options, futures, swaps, derivatives, contracts for differences and units in col- 
lective investment undertakings. 

Within this space, MiFID imposes a number of ‘maximum harmonizing’ require- 
ments across the EU such that there can be no gold plating or super-equivalent measures 
implemented by Member States. As a result, this has allowed for a coordinated system to 
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function whereby the conduct of business requirements of MiFID of a branch in another 
host state, can be supervised under the rules of that host state (that is the state in which 
the business is done) by the regulator in that host state, without the need for any separ- 
ate authorization process in that host state. The Financial Services Authority previously 
imposed these requirements in the Conduct of Business Sourcebook (COBS) which was 
subsequently adopted by the FCA. 

A detailed treatment of these requirements is beyond the scope of this text. However, by 
way of summary, the key provisions are as follows. MiFID obliges banks when providing 
investment services in relation to financial instruments (such as any transferable security) 
to categorize their client. This determines the level of obligations that will be owed to that 
client, there being three levels with increasing levels of client protection: ‘eligible counter- 
party, ‘professional client, and ‘retail client. Specifically on the investment services related 
to trading in securities, MiFID requires that certain information be captured about the 
client and that, even if no advice is provided, the security must be ‘appropriate’ If advice 
is provided, a higher standard applies and the bank will be concerned to ensure that the 
product is ‘suitable’ for the client. 

In executing and transmitting a trade, a bank will also be required to provide ‘best exe- 
cution, namely to take all reasonable steps to ensure the best outcome for the client based 
on determined execution factors. The execution factors can vary from client to client, but, 
for example, in relation to retail clients, the regulatory expectation is that total consider- 
ation (i.e. maximizing the net return from a sale, or minimizing the cost of a purchase) will 
be the principal factor (see COBS 11.2.7R). 

Otherwise, the remainder of the MiFID requirements are concerned with ensuring 
sufficient information is provided to clients, pre- and post-trade, that conflicts of inter- 
est are appropriately managed, and that the bank has in place adequate training, record 
keeping, and systems and controls checks to operate its business in accordance with these 
requirements. 

MiFID was by its own terms however, subject to review. This took place in 2010-11 
by the EU Commission, and in light of the financial crisis, and the perceived failures 
in the international financial regulatory system, the above MiFID structure is already 
the subject of reform in a new ‘MiFID II’ regime at an EU level. Implementation of this 
new regime is presently anticipated to take effect in the UK on 3 January 2018, with 
key changes including: a widening of regulatory scope to include organized trading 
facilities and data reporting service providers, the enhancement of conduct of business 
requirements, and perhaps most importantly a mechanism by which businesses seek- 
ing to enter from third countries not subject to MiFID can provide services to more 
sophisticated clients as long as they meet an equivalence standard before providing 
services. 

New conduct requirements are clearly designed to deal with perceived risks in the sys- 
tem: there are to be new provisions on ‘algorithmic traders, enhanced commission and 
best execution requirements and more powers for the European Securities and Markets 
Authority (the pan-European regulator in this area) such as to intervene to ban products 
from the market in case of threats to investor protection, financial stability or the orderly 
functioning of markets on a temporary or permanent basis. This is a not unsurprising 
reaction to a financial crisis, and is indeed reflected at a domestic level as well, with the 
UK having given similar new powers to the FCA to ban products in the Financial Services 
Act 2012, and likewise in the US, the federal government has established the Consumer 
Financial Protection Bureau with the power to ban products. The interventionist regula- 
tion of investment services is, if anything, only going to become more stringent in the near 


future. 
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B. SECURITIES DISCLOSURE PROVISIONS 


For a century, statute has demanded the disclosure of specified information in prospec- 
tuses and other documents issued by companies desirous of raising money through the 
issuing of shares by direct appeal to the public. 

The policy has been to arm potential investors with information sufficient for them to 
assess the risks of a particular investment. In practice the statutory aim can be achieved 
only indirectly—private investors cannot generally digest the information provided—by 
filtering out investors’ promoters who cannot reach the statutory standards, and by pro- 
viding information to professional analysts, who in turn inform the public. Coupled with 
the compelled disclosure of information has been a liability imposed on those responsible 
for false prospectuses. The English approach in this regard has been adopted elsewhere, 
notably in the US securities laws. 

In the United Kingdom there is a single regulatory regime for prospectuses that imple- 
ments in part the Prospectus Directive.'” This is to be found in Part VI of FSMA 2000 and 
in the detailed FCA rules made under powers contained in Part VI. 

Although a single regime, Part VI contains a two sets of requirements, the first con- 
cerned with the creation of ‘listing particulars’ prior to the admission of any share to the 
official list (ss. 74-82 FSMA). The official list is a list of shares issued for the purpose of 
being traded on a UK regulated market, such as the London Stock Exchange. The second 
set of requirements is concerned with requiring a prospectus approved by the relevant 
regulator prior to an offer being made of certain transferable securities to the public in the 
UK, or being offered for trading on a regulated market (ss. 84-87Q FSMA). 

Listing particulars under the first set of requirements must contain not only the infor- 
mation specifically required in the listing rules contained in the FCA’ Listing Rules 
Sourcebook (LR), but any other information which investors would reasonably require 
and reasonably expect in order to be able to make an informed assessment.'* LR 4.1.1R 
sets out that listing particulars are broadly only required where listing is sought on the 
official list and the security is exempted under FSMA 2000, Schedule 11A from having a 
prospectus or is otherwise a specialist security not subject to the prospectus requirements. 
The requirement for listing particulars is therefore, by design, complementary rather than 
additional to the prospectus requirements. LR 4.2 in turn provides for those listing par- 
ticulars to mirror the requirements under the prospectus requirements found in FSMA 
2000 and the Prospectus Rules Sourcebook (PR). Where there is a material change in 
circumstances before the start of dealings in securities, there is an obligation to publish 
supplementary listing particulars.’ 

In relation to approved prospectuses, section 85 FSMA 2000 imposes a duty (subject to 
criminal sanction) that where transferable securities (save those excepted securities listed 
in FSMA 2000, Sch. 11A) are to be issued to the public or admitted to a regulated market, 
that a prospectus is approved by the regulator in the home state where the securities are 
to be issued. Approval from the FCA is governed by the detailed rules in PR reflecting the 
Prospectus Directive requirements. 

‘The prospectus requirements apply only to circumstances linked to offers of securities 
made to the public in the United Kingdom. Private placements of securities to sophisticated 
investors—fund managers, insurance companies, pension funds, etc.—are not subject to 


172 2003/71/EC [2003] OJ L345/64 as amended, in particular by EU Directive 2010/73/EU [2010] OJ L327/1. 
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such requirements (nor to the listing requirements). ‘Offer to the public’ is defined largely 
through the exemptions which are not offers to the public and apply in relation to cer- 
tain issues and placings as set out in section 86 FSMA 2000, for example, those to ‘quali- 
fied’ investors only, securities offered to no more than 150 persons per Member State, and 
where the minimum consideration per purchaser or value of each share is at least €50,000, 
or the total consideration sought for the offered securities cannot exceed €100,000. 

The prospectus provisions are complex, and their full detail is not part of our agenda. 
However, there is one issue which demands further attention—the extent to which a bank 
distributing an issuer’s prospectus or listing particulars can be liable if it is faulty. It will 
be recalled that there is a potential liability at common law, although in practice this can 
generally be negated.’” This is not the case with the statutory law. 

Under both sets of regulatory requirements it is primarily the issuer and its directors 
which have a potential statutory liability to pay compensation to investors who suffer loss. 
Both sets of requirements also impose liability on those who accept (and are stated as 
accepting) responsibility, and those who have authorized the contents.'” In theory, banks 
involved in the issue could be caught by these provisions, although in practice it is likely 
that they will disclaim any responsibility. 

In any event, if a person such as a bank accepts responsibility or authorizes part only of 
the contents of a prospectus or supplementary prospectus, they are responsible only for 
that part, and only if included in substantially the form and content agreed. Moreover, 
there is no responsibility by reason only of giving advice in a professional capacity about 
the contents. A generous interpretation is that banks can advise in a ‘professional cap- 
acity, along with solicitors and auditors. There seems no basis to suggest a distinction 
between advice about contents on the one hand, and actually proffering a form of words 
on the other. 

There is also a potential liability imposed on others who are not issuers for prospec- 
tuses." This arises because the rules contemplate in a roundabout way that a bank, say, 
making an offer in association with an issuer, can be responsible for the prospectus (unless 
it was drawn up primarily by the issuer or those acting on its behalf). If a bank resells 
securities it has taken as an underwriter, or has bought the issuer's securities to sell as a 
principal, then it could be said to be an offeror. To avoid potential liability it will need to 
bring itself within one of the exemptions. 

Those responsible for a faulty prospectus as an issuer, offeror, etc. are liable to pay 
compensation to investors who have suffered loss as a result.'” Failure to publish a pro- 
spectus at all may be visited by disciplinary action or, possibly, criminal penalty. Liability 
extends beyond untrue or false statements giving rise to common law liability. Pure omis- 
sions are covered as well—omissions of specified information, as well as of the informa- 
tion demanded by the general duty to disclose what would be reasonably required and 
expected by investors. Recall also the duty to publish supplementary listing particulars 
and indeed a supplementary prospectus: failure in this respect may also give rise to a liabil- 
ity to compensate. 

Also, by contrast with the common law, investors need not demonstrate reliance. The 
justification is that a faulty prospectus or particulars can affect the market value of securi- 
ties. Investors can therefore claim compensation, even if they have never seen the prospec- 
tus. The loss must merely be as a result of the faulty prospectus or particulars. Claims are 


175 See p. 463 earlier. 

176 Financial Services and Markets Act 2000 (Official Listing of Securities) Regulations 2001 (Listing Regs.), 
r.6(1)(d),(e) in respect of listing particulars; and PR 5.5.3R, 5.5.4R and 5.5 generally in respect of prospectuses. 
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not excluded just because investors have acquired the securities in the secondary market 
(i.e. outside the initial offer). If an investor acquires securities with knowledge that a state- 
ment is false or misleading, or of the omitted matter, or of a change in circumstances, then, 
as would be expected, there is no liability to compensate. 

There are a range of statutory defences to such liability.” For example, the bank 
which conducts itself with due diligence and reasonably believes that a statement was 
true and not misleading, or that a matter whose omission caused the loss was properly 
omitted, does not incur any liability if: (1) it continued in that belief until the time when 
the securities were acquired; (2) they were acquired before it was reasonably practic- 
able to bring a correction to the attention of potential investors; (3) if before they were 
acquired it had taken all reasonable steps to bring a correction to investors’ attention; 
or (4) if the securities were acquired after such a lapse of time, the bank ought reason- 
ably to be excused (provided it continued in the belief until after the commencement 
of dealings on any exchange). Another defence is if, before the investor acquired the 
securities, a correction had been effectively published, or the person responsible for 
the prospectus had taken all reasonable steps to secure its publication, and reasonably 
believed it had taken place. 


C. FINANCIAL PROMOTION OF SECURITIES 


The regulation of disclosure in relation to securities issues discussed above essentially 
applies only to documents offering to the public in the UK the opportunity to buy traded 
or non-traded securities. However, some invitations and inducements are not offers in 
English law, and so may not fall within their scope. Banks must nevertheless in such cases 
navigate the financial promotion restrictions contained in the relevant securities laws 
when they become involved in the financial promotion of securities. 

Historically controls on share hawking date back to section 92 of the Companies Act 
1928. The target was those who personally hawked shares from house to house, which 
were totally unsuitable as investments for those being canvassed. Fraud was also thought 
to be rampant. Nothing in this respect is new. In 1994 the European Court of Justice 
upheld a 1991 Dutch prohibition on cold-calling investors about off-market commodi- 
ties futures. The law was provoked by the infamous Dutch ‘boiler houses, which peddled 
dubious securities around Europe. The prohibition extended to cold-calling those in other 
Member States from the Netherlands, and was justified as preserving the reputation of 
the Dutch financial sector.’ The Financial Services Act 1986 regulated both investment 
advertisements and unsolicited calls, but under FSMA 2000 there is a uniform regime for 
all financial promotions. 

Under FSMA 2000 it is an offence in section 21 for a person to communicate an invi- 
tation or inducement to engage in investment activity unless authorized or unless the 
contents of the investment communication have been approved by an authorized person. 
Since banks will generally be authorized under FSMA 2000 they will not fall into the net. 

Instead a bank may be called upon to approve an issuer's communications. If it does so, 
it must act in accordance with the relevant conduct of business rules applying to it as an 
authorized person. Approving an unauthorized person's investment communications 
also means that a bank is accepting responsibility for its contents. Similarly, if a bank issues 
a communication itself, it must comply with the relevant rules. Failure on either count to 


7° FSMA 2000, Sch. 10. 
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comply with these rules can give rise under FSMA 2000 to civil liability to private investors 
in Court'*’ or a liability to pay compensation under DISP. In very broad terms, the various 
rules oblige a bank to undertake due diligence to ensure that communications are fair, 
clear, and not misleading. In addition, they mandate certain contents and risk warnings, 
in particular for communications directed at retail clients. 

Section 21 has a significant reach. ‘Communication’ has a wide meaning— 
advertisements, telephone calls, visits, e-mails, internet websites—and includes causing a 
communication to be made. The person acting as a mere conduit is excluded, but it is dif- 
ficult to conceive of a bank engaged in offering securities actually falling into that category. 
‘Invitation’ and ‘inducement are also words of wide import, although the test seems to be 
whether objectively the material has a promotional intent. The third aspect of section 21— 
engaging in investment activity—is confined to controlled activities or investments, whose 
meaning track that of regulated activities.'*’ We pass by the rest of the detailed regime for 
financial promotion, except to note that there is a tighter control over the more immediate 
(real-time’ as opposed to ‘non-real-time’ communications), on the basis that the investor 
needs more protection if there is less time to reflect, although within the former the solic- 
ited communication is generally exempt (solicited real-time communications).'™! 

Financial promotions from outside the UK are caught in the net if they are capable of 
having an effect, and directed at persons, in the UK.'* With unsolicited real-time com- 
munication the control is tighter: to escape it must be from outside the UK for the pur- 
poses of a business not carried on in the UK.'** However, since the implementation of the 
Electronic Commerce Directive in November 2007, control of financial promotions ema- 
nating through the internet from EU countries is reserved to the home-state regulator'*’”— 
a break from the general approach of the single market for banking where regulation of 
marketing is for the host state, not the country of origin. Finally, it is with a considerable 
sense of relief that we note that the financial promotion regime has no application at all to 
communications made to investment professionals, which as defined, captures most per- 
sons authorized, exempt, or otherwise involved in the carrying on of controlled financial 


activities, and any government, local authority, or international organization.'* 


D. CONTRACTUAL SELLING RESTRICTIONS 


In the light of the securities laws such as those considered above, those engaged in dis- 
tributing an issuer’s securities, such as banks, often undertake to the issuer that they will 
observe certain selling restrictions. For example, they may represent and agree that they 
will not offer or sell securities in circumstances which would result in an offer to the pub- 
lic. Clearly this is aimed at the prospectus provisions. Connected with the financial pro- 
motion provisions, the bank will also represent and agree that it will issue or pass on any 
document received in connection with the issue only to a professional investor. Finally, a 
bank will usually represent and agree generally to comply with the FSMA 2000 and regula- 
tory requirements made under FSMA 2000. Similarly, the US and Japanese securities laws 
have spawned standard selling restrictions for issues in the Euromarkets. 

Such selling restrictions operate in contract only. The bank contracts directly with the 
issuer or, if the bank is down the distribution chain, with those on a higher rung. In a 


182 ESMA 2000, s. 138D. 
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complex distribution each member of the chain will also undertake to have anybody a 
rung down the chain agree to the same relevant selling restrictions. Contract cannot neg- 
ate a contravention of the securities laws. Nor can it prevent it, but then neither can the 
various penalties attached to the securities laws themselves. The expectation is that institu- 
tions like banks, engaged professionally in the distribution of securities, will have in place 
procedures and practices to ensure compliance with the law. Whether that law is statutory 
in origin, or simply contract, ought to be irrelevant to those engaged in selling on a daily 
basis. All they need to know through instructions, procedures, and training is that they 
cannot sell to certain categories of person, or in certain parts of the world. Their marketing 
repertoire is limited. If they stray, the selling restrictions—contract—will not save a breach 
of the securities laws. 

Not unnaturally the issuer will wish to avoid liability should any breach of the selling 
restrictions or the securities laws occur. Contract can seek to deny that anyone in the 
distribution chain has the issuer’s authority to make representations, give information, 
and so on in breach of the securities laws. It may also seek to absolve the issuer from any 
responsibility if someone in the chain steps out of line. At the end of the day, however, the 
issuer's liability depends on the terms of the securities laws. For example, if its securities 
are offered to the public in the United Kingdom for the first time, there must be a prospec- 
tus, whatever its intentions to have the offer confined to professionals. If the issuer is the 
offeror of the securities—in other words, if those in the distribution chain are simply brok- 
ing or placing the securities—it is responsible if there is no prospectus.'™ Since the issuer 
may be liable in this way for the acts of those such as banks in the distribution chain, it will 
seek an indemnity from them for any losses, costs, claims, or damages which it incurs as a 
result of their failure to observe the selling restrictions. 


E. PRICE STABILIZATION 


Stabilization is the practice of supporting the price of securities during the issuing period. 
The idea is to mitigate the impact of the temporary oversupply of securities on how the 
long-term price is viewed. It has been argued that it is easily justifiable when there is 
already an existing market price for securities, in order to protect existing holders. With a 
new issue, it is said to ease a situation of volatility. Less clear is the rationale when the issue 
is mispriced. Stabilization is effected through those involved in the distribution purchas- 
ing on the secondary market, and under- or over-allocating. 

Stabilization is nothing new. The common law took a dim view, although the leading 
case'” was largely negated by a subsequent, if poorly reported, decision that stabilization 
is unobjectionable if honestly done, within limits, in accordance with market practice, and 
the fact disclosed.'”' Nonetheless, taken to extremes, it not only constitutes a breach of the 
civil law, but is also capable of founding criminal liability for fraud, false accounting, or 
theft." Further, under the regulatory system it can constitute the offence which can be 
broadly characterized as market manipulation, set out in sections 89-90 of the Financial 
Services Act 2012, or insider dealing under section 52 of the Criminal Justice Act 1993. 
Such activity can also give rise to penalties under section 123 FSMA 2000 and injunctions 
under section 381 FSMA 2000 imposed or sought by the FCA. 
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There is, however, now a common set of rules whereby all these regulatory conse- 
quences can be avoided contained in Article 5 of the Market Abuse Regulation,'” and in 
respect of third country jurisdictions, the FCA’s rules in the Market Conduct Sourcebook 
at 2.5. Article 5 restricts the type of securities and issues which can be stabilized; imposes 
administrative requirements and restricts the permissible period and methods of stabil- 
ization, including price limits. So long as these requirements are complied with, price sta- 


bilizers are provided with a ‘sate harbour’ from criminal sanction or regulatory action for 
market abuse.” 


1 Regulation (EU) No 596/2014 of the European Parliament and of the Council of 16 April 2014 on market 
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LOAN-SALES AND 
SE GURTIHIZ ATION 


The transfer of intangible property, whether absolute or by way of security, recurs in bank- 
ing practice. Earlier we saw that the hallmark of negotiable instruments—documentary 
intangibles—is their ready transferability. The payment obligation locked up in the instru- 
ment is transferred by its delivery, coupled with any endorsement.' A second example is 
that businesses sometimes transfer their debts and contracts—pure intangibles—to their 
banks. This happens for various reasons. In some cases it is by way of security for finance 
to be advanced. Security over debts and contract (e.g. in project finance) is taken up in 
Chapter 18. In times of trouble the transfer of debts and contracts occurs as a business 
responds to bank pressure to reduce or repay a financial facility already advanced. If this 
type of assignment becomes known, it can be very damaging for a business’ credit. 

Block discounts provide a third example of businesses transferring their debts and con- 
tracts to a bank, or at least that part of the bank group undertaking this type of financing. 
Thus a business providing goods under rental agreements, or by means of hire purchase or 
conditional sale, will sell them to a financial institution, which as a matter of law will itself 
lease, hire, or sell them to the third parties. Depending on the circumstances, however, 
sometimes the business will instead block-discount the relevant contracts to the finan- 
cial institution. There will be a master agreement, under which the business offers for 
sale batches of agreements it has entered into with customers.* Banks will be reluctant to 
discount contracts where the business is providing a service rather than supplying goods, 
because there is more scope for the business failing to live up to its obligations and thus for 
the third party refusing to pay. 

Similarly, with factoring. Although it has a fairly long history in other jurisdictions, it 
was only in 1960 that the first factoring company was established in Britain. Banks estab- 
lished subsidiaries involved in factoring business debts. This form of receivables financing 
affords mainly smaller businesses the opportunity to sell their trade debts at a discount to 
factoring companies, and thus to improve cash-flow. Recourse factoring enables the factor 
to recover from its business customer’s account moneys advanced against what turn out 
to be bad debts. With non-recourse financing, the factor absorbs the losses on bad debts, 
or at least on some of them. There is also a distinction between full factoring, where a 
factor provides sales accounting functions, and a business’ customers are informed that 
their invoices have been assigned, and confidential invoice discounting, where neither 
occurs, and the business continues to collect payments from its customers, but on the 
factor’s behalf. While as a matter of law these different forms of factoring—recourse/non- 
recourse, full-service/confidential invoice discounting—turn on the particular contractual 


! See Ch. 16 text on p. 482 to n 27 later. Payment, of course, does not involve assignment (Ch. 12, text on 
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arrangements between the factor and its customer, they will build on the basic legal prin- 
ciples for transferring debts. Factoring is expertly dealt with in other books.’ 

This chapter examines a further context in which contracts and debts are transferred— 
as banks and bank subsidiaries ‘sell’ their own assets, i.e. their loans, mortgages, credit 
card receivables, and so on. Commercially speaking this divides into loan sales and securi- 
tization. The motivations for these transactions are various—for example to reduce risk, 
to meet capital requirements, to allow for new lending, and to take advantage of financial 
and commercial opportunities. Securitization was abused, with many risky loans repack- 
aged and sold as highly rated securities. Its contribution to the global financial crisis in 
2008 made it unpopular.’ But for the reasons just given it remains significant as a financing 
technique. 

Before examining loan sales and securitization, let us first lay out the different legal 
techniques for transferring debts and contractual rights. 


I. LEGAL TECHNIQUES FOR TRANSFERRING 
DEBTS/CONTRACTUAL RIGHTS 


The legal techniques for transferring debts and contractual rights are various. As indi- 
cated, they are used in a variety of contexts. Understanding them is thus basic for appreci- 
ating how some important banking transactions are undertaken, not just the sale of loan 
assets and securitization. 


A, NOVATION 


Novation involves the substitution of a new contract for an existing one, with the approval 
of all the parties concerned. If O and P are in contractual relations, O obtains P’s agreement 
for the discharge of their contract and its replacement with one between P and Q. Strictly 
this is not the transfer of the original contract, but its extinction and replacement by a new 
contract. Since a new contract is involved, English law demands that some consideration 
move from the third party, Q. See Figure 16.1. 

The effect of novation is that the new party, Q, enjoys the same rights that O enjoyed 
under its contract with P and comes under the same obligations—for example, an obliga- 
tion of O to provide further finance to P. In contrast, as we see shortly, assignment cannot 
be used to transfer obligations. Relatedly, novation is also distinguished from assignment 
in that, with novation, P must be involved: O cannot rid itself of the obligations it owes 
under its contract with P unless P consents. Such consent can however be given at the time 
of the original contract between O and P, and this will be effective to permit later novation 
without the need for further consent.* With assignment, which effects only a transfer of 


3 See E. McKendrick, Goode on Commercial Law (5th edn., London, Penguin, 2016), 819-26; F Oditah, 
Legal Aspects of Receivables Financing (London, Sweet & Maxwell, 1991); S. Mills, N. Ruddy, and N. Davidson, 
Salinger on Factoring (5th edn., London, Sweet & Maxwell, 2017). 

1 e.g. Financial Services Authority, The Turner Review. A Regulatory Response to the Global Banking Crisis 
(London, 2009), 42-3. 

5 Leveraged Equities Ltd v. Goodridge [2011] FCAFC 3, (2011) 191 FCR 71, [299]-[317] (decision of the 
Australian Full Federal Court); see also Habibsons Bank Ltd. v. Standard Chartered Bank (Hong Kong) Ltd. 
[2010] EWCA Civ 1335; [2011] QB 943 (CA), [22], [216]; Jamaica Avenue LLC v. S & R Playhouse Realty Co 
(2008) 540 F. 3d 433, 437-41, both discussed in Leveraged Equities. 
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Figure 16.1 Novation 


the benefits that O enjoys under its contract with P, P need not consent, nor need it even 
be notified. In either event—novation or assignment—P may continue to pay O, with O 
being formally appointed as agent to receive payment on P’s behalf. In this event, O may 
hold those payments as trustee for Q. 


B. ASSIGNMENT AND ITS LIMITATIONS 


Assignment results in the transfer from the assignor to the third-party assignee of the 
right to proceed directly against the debtor or obligor. Thus, if O assigns a debt or another 
species of contractual right it enjoys against P to Q, then Q can sue P. It matters not that 
the debt or right is disputed at the time it is assigned, and that litigation may be necessary 
to enforce or collect it. In this sense assignment appears to be an exception to privity of 
contract, since it enables someone other than a party to the contract to enforce some of its 
terms.‘ The assignee Q is however limited to asserting its entitlement to the rights or bene- 
fits that were promised to the assignor O under its contract with P. O remains a party to 
the contract with P, and remains obliged to perform its duties under it: what is assignable 
is only the rights or benefits’ to which O is entitled. See Figure 16.2. 

A further limitation is that the debt or contract right to be assigned must not be per- 
sonal to the assignor and the debtor/obligor: such ‘purely personal’ obligations are non- 
assignable. There is a real difficulty in formulating a basis for this rule. One leading 
commentary states that the rule is whether it is clear that the debtor/obligor is willing to 
perform only in favour of the assignor, and if it would be unjust to force it to perform in 
favour of another.” This suggests that the test is at least partly, if not entirely, a question of 
what the parties, on a proper construction, intended. 

It seems preferable, however, to invoke a more objective test: a debt or contractual obli- 
gation ought to be characterized as personal for the purposes of this rule if the assignment 
would materially change the duty of the debtor/obligor, or materially increase the burden 
or risk imposed on it.” That an assignee may be more pressing and less indulgent than the 
assignor should not of itself prevent assignment, unless the result would be a material 
increase in burden or risk for the debtor/obligor. Whichever approach is taken to the for- 
mulation of the rule, however, it seems unlikely that rights to the repayment of a debt (the 
rights most likely to be assigned in the banking context) would be characterized as purely 
personal. That compares with the rights of a borrower under a loan contract in relation to 
funds not yet advanced. 


* But see G. Tolhurst, The Assignment of Contractual Rights (2nd edn., Hart, Oxford, 2016), [3.27], explain- 
ing why this is not a true exception. 


” As to benefits inextricably tied up with a burden, see the analysis in M. Smith and N. Leslie, The Law of 
Assignment (2nd edn., Oxford, Oxford University Press, 2013), ch. 21. 


* E. Peel, Treitel on The Law of Contract (14th edn., London, Sweet & Maxwell, 2015), para. 15-051. 
? US Restatement on Contract, Second, § 317(2)(a). 
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assignment 


Figure 16.2 Assignment 


A more significant limitation on assignability in the commercial context is the possi- 
bility that the agreement between the original parties (O and P) may have expressly pro- 
hibited assignment by one or both parties. There may be good reasons for the inclusion 
of a prohibition on assignment, for example because the parties are engaged in repeat 
dealings that give rise to formal rights of set-off or other more informal advantages (e.g. 
a practice of tolerating some delay in payment) that would be lost if one party were to 
assign its rights under the contract to a third party." In English law, a general prohibition 
on assignment is effective to prevent the intended assignee from acquiring the right to 
proceed directly against the counterparty to the contract,'’ assuming that on a proper 
construction the purported assignment falls within the scope of the prohibition. Thus, 
in our example, a purported assignment by O may be a breach of its contract with P, 
depending on the drafting of the no-assignment clause. Moreover, Q could not sue P 
(unless P by its words or conduct waives the prohibition, such that the assignment is valid 
and Q can sue P). 

However, an assignment in breach of a prohibition is not invalid as between assignor 
and assignee. A prohibition on assignment would not preclude O agreeing with Q to 
account to Q for what P pays it. As noted above, payments received by O from P are likely 
to be held on trust for Q.'* Despite these protections, Q may be worse off than it would 
have been had they acquired the right to proceed directly against P (e.g. because O has dis- 
sipated funds received, they are untraceable, and O has become insolvent). As such restric- 
tions on assignability may increase the cost of raising capital through the assignment of 
rights to future payment (receivables), and there have been calls for the introduction of 
statutory restrictions on the use of no-assignment clauses in this context.'* In the US, the 
revised Uniform Commercial Code contains such a restriction. 

A provision featuring in some contracts is that assignment is prohibited without the 
prior consent of the debtor or obligor (P), such consent not to be unreasonably withheld 
or delayed. The onus would be on the assignor (O) to prove that consent is being unrea- 
sonably withheld or delayed.’’ If consent were to be unreasonably withheld or delayed, 
the assignor could assign without consent, although it might play safe and seek a court 


10 See further R. Goode, ‘Contractual Prohibitions on Assignment [2009] LMLQR 300, 302-3. 

11 Linden Gardens Trust Ltd. v. Lenesta Sludge Disposals Ltd. [1994] 1 AC 85 (HL). This is also New York 
common law: Allhusen v. Caristo Construction Corp., 303 NY 446, 103 NE 2d 891 (1952). See M. Bridge, “The 
Nature of Assignment and Non-assignment Clauses’ (2016) 132 LQR 47. 

2 L, Gullifer, Goode on Legal Problems of Credit and Security (Sth edn., London, Sweet & Maxwell, 2013), 
[3-39]. As to the position where the assignor holds the benefits of future performance on trust for the assignee 
and the counterparty fails to perform, see [3-40] and Barbados Trust Co Ltd v. Bank of Zambia [2007] EWCA 
Civ 148; [2007] 1 CLC 434 (CA). 

3 Law Commission, Company Security Interests, Law Comm. No 296 (London, 2005), paras. 4.35-4.40. See 
also Art. 9 of the UN Convention on the Assignment of Receivables in International Trade (2004). 

14 § 9-406(d). 15 Hendry v. Chartsearch Ltd. [1998] CLC 1382 (CA). 
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declaration that it has the right to do so. The test whether consent is being unreason- 
ably withheld or delayed is objective. A reasonable debtor or obligor might well object to 
assignment because of the characteristics of the intended assignee, for example its harsh 
attitude to default. The reasonable debtor or obligor need usually look to its interest only, 
although there may be cases where there is such a disproportion between the benefit to 
the assignor and the detriment to the debtor/obligor from the assignment, that it is not 
reasonable for the latter to withhold consent. 

As has already been emphasized, assignment can only achieve a transfer of benefits: the 
assignor remains subject to its duties under the contract. This does not mean, however, 
that the performance of these duties cannot be delegated by the assignor to someone else, 
with that person tendering performance to the counterparty on the assignor’s behalf. With 
some contracts it cannot matter to the debtor/obligor who performs continuing duties, so 
long as they are performed and satisfy the contractual standard. Only when these duties 
demand a level of personal skill or judgement can it be said that delegation is prohibited. 
In that event, English law should render nugatory an attempt to delegate duties, such that 
the counterparty is entitled to insist on personal performance by the assignor. 


C. LEGAL AND EQUITABLE ASSIGNMENT 


English law has long recognized the equitable assignment of debts and contractual rights, 
but it was not until the Judicature Act 1873 that assignments were also upheld at law. 
The prerequisites for a legal assignment of a debt or other contractual claim are now set 
out in section 136 of the Law of Property Act 1925: (i) it must be in writing; (ii) it must 
be absolute and not by way of charge (a mortgage of a debt or contractual right is not by 
way of charge); (iii) it must be of the whole of the debt or right sought to be assigned; and 
(iv) written notice of the assignment must be given to the debtor or obligor. Often these 
prerequisites are not satisfied (e.g. the assignment is of part only of the debt, or no notice 
is given), in which case there can only be a good assignment in equity. Additionally, some 
rights and interests can only be assigned in equity. This is true of purely equitable inter- 
ests (e.g. the rights of a beneficiary under a trust). Additionally, the assignment of such 
interests must be in writing.’ Although a debt that has already been incurred but is pay- 
able in the future is assignable in law, future debts and contractual rights are incapable of 
assignment at law and so must be assigned in equity. The overall result is that as a matter 
of practice, then, most assignments will be equitable, rather than legal. 

One difference between legal and equitable assignment is that with equitable assign- 
ment, the assignor must be joined as either a claimant or defendant in a suit by the assignee 
against the debtor/obligor except where what has been assigned is an equitable rather than 
legal right. This is to protect the debtor/obligor—the assignor might subsequently dispute 
the equitable assignment or disclose a prior interest of some third party—and to avoid a 
multiplicity of suits. But this is procedural, and if the assignor objects to being joined as 
claimant, it can be joined as defendant. Another difference is that with equitable assign- 
ment the assignor retains a right to sue the debtor/obligor, but as trustee for the assignee. If 


an assignor sues for a part of a debt which was not assigned, as a protection for the assignee 
it must be joined.” 


1 Law of Property Act 1925, s. 53(1)(c). 
7 There is some Antipodean authority that joinder is substantive: G. Tolhurst, ‘Equitable Assignment of 


Legal Rights’ (2002) 118 LQR 98; but see the recent analysis of the authorities in Smith and Leslie, (n 7), 
[11.19]-[11.35]. 
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Although with equitable assignments notice does not need to be given to the debtor/ 
obligor, it is generally advisable to give it. First, the debtor/obligor can obtain a good dis- 
charge by paying the assignor if not notified of the assignment. Secondly, although the 
general rule under English law is that interests have priority in order of the time of their 
creation, where a debt or contractual right is dealt with twice over, notice to the debtor/ 
obligor determines priorities under the rule in Dearle v. Hall.'* Thus a subsequent assignee 
giving notice first obtains priority, provided that it did not know about the first dealing at 
the time of the assignment to it, or when it furnished consideration. It has been held that 
the rule applies not only to successive equitable assignments but also, more doubtfully, to 
an equitable assignment followed by a legal assignment to a bona fide purchaser without 
notice.’ The rule cannot generally apply if the first assignment is legal since a legal assign- 
ment demands notice. 

The third advantage of notice for the assignee is that it cuts off further ‘equities’ (cross- 
claims and defences), which the debtor/obligor may have against it. By contrast with a 
negotiable instrument, where the holder in due course takes free of equities,” an assign- 
ment does not transfer to the assignee any more rights than the assignor had. In other 
words, it subjects the assignee to the cross-claims and defences which the debtor/obligor 
had against the assignor. But notice prevents any further such equities arising. It has this 
effect in both legal and equitable assignment, the difference being that cross-claims and 
defences can continue to accrue against the equitable assignee, for as long as notice is not 
given to the debtor/obligor. 

The equities subject to which an assignee takes include most notably rights of set-off, 
which the debtor/obligor acquires against the assignor before notice. If the debtor/obli- 
gor has a liquidated cross-claim against the assignor, which originated before notice of 
the assignment, it can be set off against the assignee despite being unrelated to the debt 
or contract being assigned. This is the case, even though it was not due and payable until 
after the assignment. But other cross-claims against the assignor, arising before notice, 
can be invoked against the assignee if so closely connected with the assignee’s demands 
that it would be unjust to allow it to enforce payment without taking the cross-claim into 
account, even if as between the debtor/obligor and the assignor there could have been a 
valid set-off." There is authority that if a debtor/obligor was induced to enter a contract 
by fraud or misrepresentation of the assignor, the debtor/obligor cannot set off the claim 
arising on it when the assignee claims against it.’ This seems wrong in principle and a 
travesty of the policy considerations underlying this area of the law.** Note that the debtor/ 
obligor can agree in the underlying contract that the debt or contract can be assigned free 
from equities. 


D. TRUST 


For sake of completeness it should be mentioned that a creditor can always declare itself as 
trustee of a debt in favour of a third party. It is sufficient that the creditor is clear about its 


18 (1828) 3 Russ 1, 38 ER 475. 

19 F, Oditah, ‘Priorities: Equitable versus Legal Assignments of Book Debts’ (1989) 9 OJLS 513. 

20 See Chapter 17, I. 

2! As to which see S. Derham, Derham on the Law of Set-Off (4th edn., London, Sweet & Maxwell, 2010), 
[4.111]. See also Bibby Factors Northwest Ltd. v. HFD Ltd. [2015] EWCA Civ 1908; [2016] 1 Lloyd’s Rep 517 
(CA). 

2 Stoddart v. Union Trust [1912] 1 KB 181 (CA). 

23 See P. Wood, English and International Set-Off (London, Sweet & Maxwell, 1989), 882-3; F. Oditah, Legal 
Aspects of Receivables Financing (London, Sweet & Maxwell, 1991), 234-5. 
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intention immediately and irrevocably to make itself trustee. Unless there is consideration, 
however, the property subject to the trust must exist at the time of the declaration of trust. 
In ordinary commercial contracts of loan that condition will be satisfied—the debt will not 
be a mere expectancy.” 


II. SELLING LOAN ASSETS 


‘Selling loan assets’ is banking jargon. It involves a bank (the seller) transferring part or all 
of its interest in a loan to another party (the buyer). ‘Sale; ‘seller, and ‘buyer’ are not accur- 
ate legal descriptions but are a convenient short-hand. Loans are, of course, a bank’ assets, 
and hence the use of the term asset sale. The procedure for a loan sale can vary, for example 
it may be through auction.” Loan sales will often occur in an international context. The 
assumption of the following discussion is that under the rules of private international law 
the loan transfer is governed by English law.” 

Loan sales arise in various contexts. The first is what was earlier described as a partici- 
pation syndicate, where a bank enters a bilateral loan but then immediately sells off parts 
of the loan to other banks.” Secondly, many loan sales have been motivated by a need for 
banks to remove items from their balance sheet. Portfolio management, meeting capital- 
adequacy requirements, enhancing equity return, raising funds, and reducing exposure to 
certain borrowers have been different aspects of this. 

On the other side of the equation, the purchaser of a loan may have portfolio reasons 
for the transaction, or it may wish to obtain exposure to the borrower in anticipation of 
future business. As well there has for some time been an active market in ‘distressed debt’ 
Borrowers are in default, or dire financial straits, and the debt is sold at a discount where, 
for instance, there is a favourable prospect for the purchasers in any ultimate rescheduling 
of the debt, because the purchaser is prepared to exercise tougher tactics to obtain repay- 
ment, or because the acquisition can be used to obtain control over a borrower. The devel- 
opment of the market in bank loans has to some extent dissolved the boundaries that were 
once drawn between credit and capital markets: since loans are now more readily saleable, 
there are much more obvious parallels with securities. This has important implications 
for restructuring, casting into doubt the old assumption that bank loans are more easily 
restructured than securities when a debtor becomes financially distressed.” 


* R. Meagher, W. Gummow, and J. Lehane, Equity. Doctrines and Remedies (4th edn., Sydney, Butterworths, 
2002), paras. 6-185, 6-190, and 6-200. 

= Stonehill Capital Management LLC v. Bank of the West, 45 NYS 3d 864 (NY CA, 2016). 

* See G. Fuller, ‘Loan Transfers, Securitisation, and Structured Finance; in S, Paterson and R. Zakrzewski 
(eds.), McKnight, Paterson, and Zakrzewski on The Law of International Finance (2nd edn., Oxford, Oxford 
University Press, 2017), 696-707. 

7 See Chapter 8, Part V. 

8 See C. Demiroglu and C. James, ‘Bank Loans and Troubled Debt Restructurings’ (2015) 118 Journal of 
Financial Economics 192. There is a large literature on hedge funds acquiring distressed, emerging market 
debt: see, e.g., P. Lopez and C. Nahon, ‘The Growth Of Debt and The Debt of Growth: Lessons from the Case 
of Argentina’ (2017) 44 J Law & Soc 99; M. Megliani, ‘Vultures In Courts: Why The UNCTAD Principles 
On Responsible Financing Cannot Stop Litigation’ (2015) 28 Leiden J Int'l L 849; M. Schubert, ‘When 
Vultures Attack: Balancing the Right to Immunity against Reckless Sovereigns’ (2013) 78 Brooklyn LR 1097; J. 
Muse-Fisher, ‘Starving the Vultures: NML Capital V. Republic of Argentina and Solutions to the Problem of 
Distressed-Debt Funds’ (2014) 102 Calif LR 1671; R. Buckley, Emerging Markets Debt (London, Kluwer, 1999). 
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A. TECHNIQUES FOR LOAN SALES 


The ‘sale’ of loan assets is effected in practice by novation, assignment, and what in market 
parlance is termed a sub-participation. A sub-participation is simply a contractual agree- 
ment between the ‘selling’ and ‘buying’ bank and has no effect whatsoever on the underly- 
ing loan. At law none of these techniques involves a true sale although the language of sale 
is convenient and widespread. The loan agreement may contemplate that a sale is possible, 
although it may require the borrower's consent, may restrict those to whom a sale is per- 
missible (e.g. a bank or financial institution) and may require the seller to retain a min- 
imum amount after sale and the buyer to obtain a threshold amount. 


(i) Novation 


As explained above, novation is the extinguishment of a contract between the borrower, B, 
and the seller, Bank X, and its substitution by a contract of the same nature between B and 
the buyer Y. All parties must agree to a novation. See Figure 16.3. 

In a true syndicate the loan agreement may provide for the agent bank to agree to nov- 
ation on behalf of syndicate members. Novation can be in relation to part only of a prom- 
ised performance, for example part of the borrower's payment obligation. Novation can 
also subject the buyer to duties, as well as pass to it the benefit of the borrower's duty to 
pay. Thus it is especially appropriate where the original loan facility is revolving in nature, 
or where under it the borrower can still draw down fresh advances. Since novation extin- 
guishes the borrower's original payment obligation, it threatens any security which the 
selling bank has taken. That must also be novated, or the security held by a security trustee 
in favour of any buyer of the loan. 

A loan agreement may incorporate at the outset the borrower's agreement to novate in 
favour of anyone introduced by the original bank. A form of novation certificate can be 
included in the loan agreement, which may also provide that novation takes effect when a 
transfer certificate is signed by the seller and buyer and by the party designated as the bor- 
rower's agent for this purpose. The result is that the borrower need not know at the time 
that the loan agreement has been novated. Most likely, however, it will have access to any 
register of novation certificates—knowledge post hoc. 

At first glance the technique seems contrary to the concept of novation set out in the 
authorities, where a contracting party must give consent at the time of novation, albeit 
that in some cases this is implied by conduct. The practice is however well established, and 
has been justified on the grounds that English law recognizes an offer made to the whole 
world.” Although generally speaking acceptance has no effect unless communicated to 
an offeror, this is overcome by the submission of the transfer certificate to the bank desig- 
nated as the borrower's agent. 


(ii) Assignment 

In English law assignment as a technique of selling loan assets will be an assignment in equity. 
First, loan sales may relate to part only of a loan. In any event, banks are sometimes reluctant 
to notify a borrower of an assignment for commercial reasons, since it may be taken as a sign 
of the bank’s weakness, a slight on the borrower or a vote of no confidence in it. (Of course 


2 Carlill v. Carbolic Smoke Ball Co. {1893} 1 QB 256; Argo Fund Ltd v, Essar Steel Ltd [2005] EWHC 600 
(Comm); [2006] 1 All ER (Comm) 56; on appeal [2006] EWCA Civ 241; [2006] 2 All ER (Comm) 104 (CA); 
Habibson’s Bank Ltd. v. Standard Chartered Bank (Hong Kong) Ltd. [2010] EWCA Civ 1335; [2011] QB 943 
(CA), [22]; Standard Chartered Bank (Hong Kong) Ltd v. Independent Power Tanzania Ltd [2016] EWHC 2908 
(Comm). See also Leveraged Equities Ltd v. Goodridge [2011] FCAFC 3, (201 1) 191 FCR 71, [299]-[317]. 
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Figure 16.3 Novation in a loan sale 


Assignor (selling bank) —————> Assignee (buying bank) 


Borrower 


Figure 16.4 Assignment in a loan sale 


the latter are not problems with distressed debt.) Notice has distinct legal advantages, in 
particular preserving priorities and cutting off further cross-claims and defences. There may 
also be practical advantages, such as reducing the risk of the selling bank being pressured to 
provide new money on a rescheduling. However, with syndicated loans, where an agent bank 
is appointed, there is no risk that the borrower, if not notified, will get a good discharge by 
paying the wrong party—all payments must go to the agent bank.” See Figure 16.4. 

Some borrowers are sufficiently powerful to have assignments limited. They want to 
know who their banking partners are or wish to be in a position to track their exposure to 
particular parties. Thus they may insist on a clause in the loan agreement which requires 
their consent, or requires their consent although this is not to be unreasonably refused 
(with consent being deemed to have been given if no reply is received within a specified 
period).’! Under these clauses consent may not be necessary with assignments to affili- 
ates, or if the borrower is in default. An assignment without consent is not binding on the 
borrower. Where loans are being actively traded, loan sale agreements will generally con- 
tain unwind clauses, if a sale is made for which consent is not obtained within a specified 
period. As between seller and buyer, however, the agreement to assign is not a nullity. 
Invariably the borrower itself will be expressly prohibited from assigning its rights, notably 
its right to obtain further draw-downs. 

With smaller, domestic loans there seems little scope for the rule invalidating assign- 
ments which materially increase the duties of the borrower. Borrowers nave to repay, and 
it matters not to whom. Large, international loans contain clauses, however, which are 
ineffective because of this rule. The obligation of a borrower to gross up payments if the 
lender is subject to a withholding tax may operate only in relation to some lenders, for 
example those in jurisdictions not having a tax treaty with the borrower's jurisdiction. If 
the assignee is one of these, but not the assignor, then clearly the borrower can be materi- 
ally disadvantaged. So, too, with the increased costs clause, which obliges the borrower to 
pay a lender facing an ‘increased cost’ as a result of participating in the loan (e.g. a reduc- 
tion in the effective return to it or on its capital); and the illegality clause, which enables 


2 P Wood, International Loans, Bonds and Securities Regulation (2nd edn., London, Sweet & Maxwell, 
2007), 170. 


`! Barbados Trust Co Ltd v. Bank of Zambia [2007] EWCA Civ 148; [2007] 1 CLC 434 (CA). 
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a lender to be prepaid by the borrower if it becomes unlawful in the bank’s jurisdiction 
to maintain its participation in the loan.” If the borrower need not give its consent to an 
assignment, then the problem raised by such clauses needs to be addressed directly, by 
providing that the borrower's duties are not to be increased as a result of assignment. 

There is no problem with assigning the benefits of a fully drawn-down loan, although 
there may need to be specific provision to cover personal benefits which a lender has 
such as the obligation of the borrower to pay increased costs attributable, say, to capital 
adequacy requirements because of the loan. As to the rule against assigning burdens, this 
has obvious application in the case of a revolving facility, or where the borrower is other- 
wise entitled to make further draw-downs under a loan agreement. If new moneys are 
provided by a buyer in this situation, it should not be a cause of concern to the borrower. 
Money is money. However, the legal characterization of the arrangement may be of a loan 
from the buyer to the selling bank, which it on-lends to the borrower. 


(iii) Sub-participation 

A fundamental distinction is between a sub-participation and a risk participation. In a 
sub-participation the buyer/sub-participant pays an amount to the selling bank equivalent 
to the value of the outstanding loan. In return the selling bank agrees to pay an amount 
to the buyer, usually geared to payments by the borrower on the underlying loan. Because 
the sub-participant provides funds to the selling bank, this is sometimes called a funded 
sub-participation. In a risk participation, the third party sub-participant, in return for 
payment geared to the borrower's payment obligation, gives the lending bank a guarantee 
in relation to the failure of the borrower to pay. Nothing more will be said of risk participa- 
tions here.” See Figure 16.5. 

As a matter of law sub-participations can be characterized in various ways. Their char- 
acterization turns on the nature of the agreement between the selling bank and the sub- 
participant. The basic sub-participation involves the sub-participant paying an amount to 
the selling bank equivalent to what is outstanding, which in return agrees to pay it amounts 
equal to a proportionate share of the payments of interest and principal received from 
the borrower. The loan agreement between the seller and borrower remains untouched 
by the sub-participation agreement. That agreement simply involves the selling bank and 
the sub-participant. The sub-participant has no claim against the borrower or proprietary 
interest in the debt.” If it defaults, the sub-participant cannot sue it. The sub-participant is 
thus exposed to double credit risk—of default by both the borrower and the selling bank. 
Thus if the selling bank fails the buyer faces loss, even if the borrower itself is healthy. No 
notice of the agreement need be given to the borrower. 

As described, the basic participation is simply a contractual arrangement between the 
selling bank and sub-participant. Payments to the third party sub-participant are contin- 
gent on payment of principal and interest by the borrower. The sub-participation agree- 
ment will show an intention that the money received from the borrower should be not 
the source of the payments to sub-participant but only the measure of those payments. Of 
course the particular sub-participation agreement between the seller and sub-participant 
could go further, while still leaving the underlying loan contract intact. The agreement 
may deal with the role of the sub-participant, if any, in the event of the borrower's default. 


32 See Chapter 14, II(C) and (D)(iii). 
33 M. Hughes, Legal Principles in Banking and Structured Finance (2nd edn., London, Bloomsbury 


Professional, 2006). 
“ Lloyds TSB Bank Plc v. Clarke (Liquidator of Socimer International Bank Ltd.) [2002] UKPC 27; [2002] 2 


All ER (Comm) 992 (PC, Bahamas). 
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Selling bank —————> Buyer (sub-participant) 


Borrower 


Figure 16.5 Sub-participation 


What characterization is adopted turns on the documentation, rather than a priori rea- 
soning.“ First, the sub-participation agreement could constitute a separate loan, distinct 
from the underlying loan. Payments to the buyer would then be of what it originally paid 
the selling bank, but geared to what the selling bank receives from the borrower. Secondly, 
payments under the sub-participation agreement could be secured on the underlying loan 
or its proceeds. Yet this is impractical. A mortgage of the contract itself involves assign- 
ment, which is precisely what sub-participation is designed to avoid. Moreover, security 
is generally objectionable because it will be in breach of negative-pledge clauses and/or 
registrable. Thirdly, the selling bank could expressly agree to be the trustee for the buyer of 
amounts received from the borrower.” 


B. THE SALE AGREEMENT AND ITS IMPLICATIONS 


Loan sales are typically governed by written terms. These may be in the original loan 
agreement, which anticipates that parts of it will be sold. Mention has been made of nov- 
ation certificates. Otherwise there will be a separate agreement. Standard terms are used 
in some parts of the market, e.g. those of the London-based Loan Market Association 
or New York-based Emerging Markets Traders Association.” Independently of the sale 
agreement, a seller may be liable for a misrepresentation or negligent statement along the 
lines considered earlier in the book.** 

Any sale certificate or agreement will contain basic information about what exactly is 
being sold. It also helps to make clear in the case of novation and assignment whether 
interest accrued, but unpaid at the settlement date, is for the account of the buyer or to be 
split between buyer and seller. The sale agreement will also need to provide for whether 
the seller or the buyer of the loan receives the premium payable by the borrower on early 
repayment of the loan.” The agreement will need to make clear that the seller is making 
any representations about its capacity or behaviour vis-a-vis the loan and its sale, or has 
any responsibility regarding the loan agreement (validity, enforceability, etc.) or the bor- 
rower's performance of its obligations under it. 

The sale agreement may also provide that buyers must undertake their own independ- 
ent investigation of the financial condition of the borrower and cannot rely on the selling 


5 See J. Ziegel, ‘Characterization of Loan Participation Agreements’ (1988) 14 Can. Bus. LJ 336; I. Davidson, 
“Trading Loan Assets, in G, Burton (ed.), Directions in Finance Law (Sydney, Butterworths, 1990), 155-9. 

*% e.g. Hibernia National Bank v. FDIC, 733 F. 2d 1403 (10th Cir., 1984). 

7 Loan Market Association, Guide to Secondary Loan Market Transactions (London, LMA, 2016); E. Bilbao, 
‘Anatomy of an LMA Distressed Trade Transaction and Transfer Mechanisms under English Law) in I. Aldana 
(ed.), Investing in Distressed Debt in Europe (Woking, Surrey, Globe Law and Business, 2016); A. Gelpern and 
M. Gulati, ‘Public Symbol in Private Contract: A Case Study’ (2006) Washington ULR 1628, 1636. 

8 See Chapter 10. 


° Cf. Tael One Partners Ltd. v. Morgan Stanley & Co International plc [2015] UKSC 12; [2015] Bus LR 278. 
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bank." In some cases, however, the market is such that sellers must give some representa- 
tions and warranties assuring buyers about what is being sold. Thus with an assignment, 
the seller may represent that the buyer will obtain good title, free of any security interests 
or claims; that the seller is in compliance with its obligations under the loan agreement; 
and that the loan is not subject to any set-off, defence, or counterclaim due to an act or 
omission of the seller. 


(i) Confidentiality 


A potential buyer of a loan asset undertaking credit appraisal comes up against the seller’s 
duty of confidentiality in English (but not necessarily New York*') law in relation to the 
borrower. That duty encompasses the very existence of the facility, unless it is a matter of 
public record. Disclosure of a copy of the agreement or the state of the account, if this can 
be done without revealing the name of the borrower, might not constitute breach of the 
duty. But if the buyer goes ahead, it will need to know the borrower's identity. That requires 
the latter's consent. 

The borrower's express consent to the release of information may be given at the time 
a sale is contemplated. It may impose strict limits on the use to which the information 
can be put. What if the loan agreement contemplates loan sales? That of itself does not 
imply consent to the disclosure of information. However, there is no objection to a clause 
in the loan agreement permitting the seller to disclose information about a loan to poten- 
tial buyers." This will probably not cover information acquired by the seller in another 
capacity, notably as banker to the borrower, so that the buyer will still need to do its due 
diligence. 


(ii) Rescheduling 


Since loan sales can be of distressed debt, the role of the seller and buyer in any restructur- 
ing of the borrower is crucial. Ultimate buyers of distressed debt often do so with an eye to 
making their profit at that point. With novation the buyer is in direct contractual relations 
with the borrower and thus entitled to participate in its restructuring. With assignment 
the same result follows, because either in law or equity the buyer has ownership and con- 
trol of the debt. In the case of equitable assignment notice will need to be given to the bor- 
rower, if this has not already been done, so that the buyer can be actively involved in the 
rescheduling. With both novation and assignment the seller may continue to have a role 
in any rescheduling, if it has not sold off the entire loan. 

A sub-participation is quite different. The buyer has no entitlement as against the bor- 
rower. However, the sale agreement may confer certain rights on the sub-participant, for 
example to be consulted about aspects of any rescheduling. It may even purport to confer 
on the sub-participant the right to vote as regards a rescheduling. Breach of these rights 
would give the sub-participant an action, but only against the selling bank. The selling 
bank, as the party to the loan agreement, retains its discretion to exercise or refrain from 
exercising rights, to agree to amendments, and to waive breaches. It is not an agent or 
trustee of the sub-participant in this regard. 


® e.g, National Westminster Bank v. Utrecht America Finance Company [2001] EWCA Civ 658; [2001] 3 All 


ER 733, [10]. 
4 See Chapter 9, Part I(C). 
2 Irish Bank Resolution Corporation Limited (In Special Liquidation) v. Camden Market Holdings Corp 


[2017] EWCA Civ 7. 
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(iii) Set-off 

Say a borrower has a deposit with its lender. In theory it can set this off against payments 
due under the loan, although in practice this will generally be prohibited by a term in the 
loan agreement. But what if the loan is sold: can the borrower set off that deposit against 
the buyer? What if the borrower has a deposit with the buyer: can it set off against that? 

Set-off turns on mutuality. Whether set-off is possible therefore depends initially on 
how the technique used to effect the loan sale affects mutuality. With novation the answers 
are fairly elementary. The borrower can no longer set off any deposit it has with the seller if 
the whole loan agreement has been novated. Its loan contract is now with the buyer. There 
is no mutuality between its claim on the deposit (against the seller) and its payment obli- 
gation (to the buyer). But because it is now in direct contractual relations with the buyer, it 
can now set off any deposit it has with the buyer, subject, of course, to contract. 

Sub-participation also produces clear results. The borrowers payment obligation 
remains with the seller throughout. If not prohibited by the loan agreement, the borrower 
can continue to set off in relation to any deposit it has with the seller, whether before or 
after the loan sale. The sale agreement needs to ensure that the sub-participant is paid its 
full amount, even if the seller has not received the full amount directly because of set-off 
by the borrower. Any deposit with the sub-participant is of no avail to the borrower. There 
is no mutuality between the borrower and the sub-participant. That the borrower knew of 
the sale is immaterial.” 

Assignment is slightly tricky. As far as deposits with the buyer are concerned, the bor- 
rower can set these off as soon as assignment occurs. From that point there is mutuality 
between the two. If the borrower has a deposit with the seller it can set off—subject to 
contract—until it receives notice of the assignment.“ Thus it continues to get a good dis- 
charge by paying the seller what it owes on the loan agreement, iess the deposit. Since an 
assignment is always subject to equities, the borrower can also set off against the buyer 
after notice. It may not be notified of the assignment until sometime later. Equities con- 
tinue to accrue. Consequently, the buyer could find a borrower setting off deposits placed 
with the seller (1) before assignment; and (2) after assignment, but before the borrower 
receives notification of the assignment. Consequently, loan-sale documentation by means 
of assignment typically contains a representation and warranty on the part of the seller 
that the buyer will receive the asset free of any set-offs. Typically it will also exclude the 
borrower's right of set-off against the buyer so that the issue does not arise. 


ITI. ASSET SECURITIZATION 


Asset securitization is the process of pooling and repackaging loans into securities, which 
are then sold to investors.** Throughout the discussion it is assumed that it is bank loans 
which are being securitized, although there is no reason that other financial intermediar- 
ies should not securitize their loans. In effect what a bank is doing in securitizing its loans 
is raising money on the security of some of its assets, i.e. its loans. The securities issued to 


® In the matter of Yale Express System, Inc., 245 F Supp 790 (SDNY, 1965). 

“t Re Pinto Leite and Nephews [1929] 1 Ch 221; Business Computers Ltd v. Anglo-African Leasing Ltd. [1977] 
1 WLR 578; [1977] 2 All ER 741; FDIC v. Mademoiselle of California, 379 F. 2d 660 (9th Cir., 1967). 

* Project backed securitization—not discussed here—securitizes the cash flow from the whole business of 
one project or group of projects: P. Orta, ‘Project Finance Securitisations; Market Shift or Market Anomaly?’ 
(2011) 2 Int'l Bus LJ 167; D. Petkovic, ‘Whole Business’ Securitisations of Project Cash Flows’ [2000] JIBL 187; 
Z. Xin, “The Emergence of Project-Backed Securitisation’ (2000) 19 IFLR 24. 
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investors, giving them an interest in the pool, are said to be ‘asset-backed’ (ABS), because 
payment on them is based on the flow of payments from borrowers on the underlying 
loans. If the loans are supported by a mortgage given to the bank by the borrower, the 
securities are ‘mortgage-backed’ (MBS). 

It is easier to securitize loans where they are standard. They are more easily valued, 
and it is probably also easier to estimate default rates. The higher the gross spreads on 
loans, the more easily securitized, because even with wide fluctuations in default levels the 
income stream is strong enough to pay the investors holding the securities. Securitization 
can involve home mortgages, commercial property mortgages,” credit card receivables, 
personal loans, and so on. 

For banks a motivation to securitize loans is balance-sheet management. For example, 
the bank removes loans from its balance sheet, thus improving the return on capital while 
still profiting from having entered them in the first place. Securitization helps a bank to 
broaden its sources of funds. There might be a profit, notwithstanding bad debts, given 
the disparity between interest rates on the securities and on the underlying loans. As bank 
regulators have tightened capital-adequacy requirements, banks have had to remove loans 
from their books. Once this is done it also means they have greater freedom to engage in 
new lending. By selling loans, banks remove risks from their balance sheet. Illiquid assets 
are transformed into tradeable securities.’ Securitization of loans is thus a means of rec- 
onciling the conflicting demands of continuing to make loans, satisfying return on assets 
requirements, and generating profits. 


A. FORMS OF SECURITIZATION 


There are various theoretical possibilities in English law as regards the legal structure of a 
securitization issue.“ The form examined here is for the originator bank to transfer loans 
made to borrowers to a securitization special purpose entity or special purpose vehicle 
(SSPE/SPV), which issues securities for purchase by investors. Typically, the securities will 
be bonds, notes, or other types of debt instrument. (In theory shares could be issued, for 
example cumulative preference shares with a dividend calculated to reflect the amount of 
interest and principal received.) The securities may be of varying types as to maturity and 
ranking.” What is raised by the SPV-issuer from its sale of the securities is used to pay the 
bank for the loans which are transferred. Payment of interest and principal in respect of 
the securities is funded through the payments made on the underlying loans by the bor- 
rowers from the bank. 

The issuer of the securities, the SPV, will have no assets or even employees itself. 
Management of the loans which have been transferred to it may be outsourced to a service 
provider. The securities the SPV issues will need credit enhancement. Credit enhance- 
ment involves providing a cushion to investors to reflect potential losses and uncertainty. 
Internal credit enhancement could be by a subordinated loan to the issuer, or by the SPV 
issuing a class of subordinated securities. The flow of funds from the bank's borrowers 
is used to pay the investors first, and only if they are fully paid is payment made on the 
subordinated loan or subordinated securities. Credit enhancement could be provided 


4% Hence commercial mortgage backed securities, CMBS: see A. Petersen (ed.), Commercial Mortgage 
Loans and CMBS (3rd edn., London, Sweet & Maxwell, 2016). 

” B. Casu and A. Sarkisyan, ‘Securitisation, in A. Berger, P. Molyneux, and J. Wilson (eds.), Oxford 
Handbook of Banking (Oxford, Oxford University Press, 2015), 354. 

48 D, Bonsall, Securitisation (London, Butterworths, 1990). 

4 See Credit Suisse Asset Management LLC v. Titan Europe 2006-1 Plc [2016] EWCA Civ 1293 (CA). 
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Figure 16.6 Asset securitization through a special purpose vehicle 


externally for a fee by an independent third party, such as a demand guarantee or insur- 
ance.” The trustee of the securities will hold this for the benefit of the investors." See 
Figure 16.6. 

The rating of the securities will be entrusted to one or more of the rating agencies.” 
A rating agency will concentrate on the underlying assets and any credit enhancement. In 
the main it will not be concerned with the originator bank's position. The underlying assets 
must be capable of generating cash flows for the investors. The rating agency will focus on 
potential risks to these flows, including legal risks. Indeed, the SPV-issuer’s lawyer will need 
to give the rating agency a legal opinion about risks. One dimension to the legal risks con- 
cerns the nature of the transfer of the loans, receivables, or mortgages to the issuer. 


B. TRANSFER OF LOAN ASSETS 


Earlier in the chapter, we saw that in English law there is generally no obstacle to a bank 
transferring a loan to another party. Novation and assignment are the methods for doing 
this. Because the borrower must consent to novation, it is not a practical method of trans- 
ferring numerous assets like home loans, credit-card receivables, and personal loans. The 
same applies with assignment if the original loan agreement provides that the borrower’s 
specific consent must be obtained to any transfer. Even giving notice of an assignment 
is problematic. A bank would not want to contact all the relevant borrowers, both for 
reasons of cost and also because it might adversely affect its reputation if it were known 
that it was selling its customers’ loans. Typically, therefore, in a securitization the loans 
are assigned to the SPV-issuer by the technique recognized in English law as equitable 
assignment. Because no notice is given, a borrower's claims against the bank are not cut 
off and may be raised against the SPV-issuer once it gives notice and exercises its rem- 
edies on default. 

In theory any security (collateral) or insurance policy, which a borrower has given to 
the bank for a loan, can also be transferred to the SPV-issuer along with the loan itself. 
In practice there are a number of problems. For example, a security interest might be 
registered, as with a home mortgage. The transaction costs of making any changes in the 
register for the whole pool of mortgages in a securitization are so great that what typically 


°° See Ch. 17, text on p. 509 to n 87. 5L See p. 494 later. 


* See Deutsche Trustee Co Ltd v. Cheyne Capital (Management) UK (LLP) [2015] EWHC 2282 (Ch) (which 
contains a good description of a securitization). On appeal: [2016] EWCA Civ 743. 
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happens is that there is an agreement to transfer, with the SPV-issuer (or trustee for the 
investors) being given a power of attorney to effect a complete transfer if necessary. Since 
there is only an agreement to transfer, the SPV-issuer (or trustee) may need the assistance 
of the court. Specific performance will generally be granted for the transfer of a mortgage, 
but an element of uncertainty is introduced since specific performance is a discretion- 
ary remedy. Moreover, the SPV-issuer faces the risk, however remote, of a subsequent 
dealing with the same mortgage, especially if the third party can obtain priority through 
registration.” 


C. RISK 


The extent and location of risk is crucial in a securitization. On the one hand a bank will 
seek to minimize its risks once the loans have been transferred. On the other hand, unless 
the risks for investors are minimized, the securities are unlikely to be widely marketable. 
There can be a tension between these goals. 

As far as the bank is concerned, assignment cannot absolve the bank from its obli- 
gations, for example to make further advances. Moreover, as explained earlier, the bank 
remains subject to claims which accrued before borrowers were notified of the assignment. 
Consequently, the transfer of loans, receivables, and mortgages by means of assignment 
means that the bank remains subject to some risk. Moreover, the bank will often continue 
to service the loans, i.e. collect the principal and interest and pass this on to the SPV-issuer. 
It is thus exposed to operational and reputational risk. Legally, it might be in breach of its 
duties as agent of the SPV-issuer, or it might be liable for misrepresentations made to the 
borrowers. For regulatory purposes the bank will wish to be remote from the SPV-issuer. 
The latter's shares will be held by someone such as a trustee with no connection with the 
bank, and the bank will have at most one director on its board. 

What risks face the SPV-issuer? Once the loans are transferred to it, it bears the credit 
risks attached to the underlying transactions. The most basic credit risk is non-payment 
by the borrowers. Another is the possibility that borrowers will bring cross-claims or raise 
defences when payment is sought from them. For example, if the loans fall under the 
Consumer Credit Act 1974, the borrowers may have claims for faulty goods against the 
bank as the credit provider, as well as against the supplier of the goods.™ Yet another risk, 
if interest rates have fallen, is that borrowers may seek to repay loans early, but if any new 
loans are transferred as a replacement these will be at less profitable rates. 

Apart from credit enhancement and security already mentioned, these risks can be 
minimized in a number of ways. For example, due diligence will need to be conducted 
on the loans being transferred. Their transfer may be at a discount, taking potential risks 
into account in calculating the price. Another possibility is to ‘over-collateralize’ the SPV- 
issuer, in other words to transfer more loans to it than required to fund payment on the 
securities, but taking into account that a certain proportion will cause problems. The 
originator-bank may give certain representations and warranties to the SPV-issuer in the 
transfer agreement concerning the loans being transferred, but it will wish to minimize 
these and will resist having to undertake to repurchase any bad loans sold.” 

If the bank fails (e.g. becomes insolvent), there is little credit risk to the SPV-issuer if the 
loans have been transferred to it, either by novation or assignment. The only credit risk 


5 E, Ferran, Mortgage Securitisation: Legal Aspects (London, Butterworths, 1992), 39-57. 
54 Ss, 56, 75. See, e.g., Durkin v. DSG Retail Ltd. [2014] UKSC 21; [2014] 1 WLR 1148. 
55 See Bank of New York Mellon Trust Co., NA v. Morgan Stanley Mortgage Capital, Inc, 821 E. 3d 297 (2nd 


Cir., 2016). 
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would seem to be if the transfer of assets is a voidable disposition under the insolvency law, 
for example a preference within the specified period of the insolvency.” Even if the bank 
collects the principal and interest as agent for the SPV-issuer, this will go directly into a 
bank account in the name of the issuer, and not to the bank itself. If held on trust, it is not 
subject to claims by the bank’s creditors. To isolate the issuer as much as possible from the 
risk of the bank failing and claims by bank creditors, the SPV-issuer is made ‘insolvency 
remote. As mentioned earlier, its shares will be held not by the bank but by a neutral entity, 
distinct from the bank, or on trust for charitable purposes. Then there is no chance of its 
being treated as a subsidiary within the definition of the Companies Act 2006." However, 
it has been suggested that if the bank fails, borrowers may be more inclined to delay or 
default on their obligations because they no longer have a continuing relationship with the 
bank. Borrowers may also be more likely to raise any possible defences to their payment 
obligations. Law can do little in this regard. 

If the SPV-issuer fails—the ultimate risk for investors—their position depends on the 
structure of the securitization. If the securities they hold are debt instruments, they rank 
equally with other creditors. In fact under the documentation the SPV-issuer will be pre- 
vented from incurring debts, other than strictly in association with the securitization. It 
will have no employees who could have preferential claims in its insolvency. Just as in a 
bank’s insolvency, transactions can be attacked in the SPV-issuer’s as well. For example, the 
liquidator might argue that the transfer of the assets to the SPV-issuer was at an under- 
value—not a completely fanciful threat if the bank has set their sale price on the high side, 
as a method of extracting yet more profit from the securitization. Credit enhancement 
obviously becomes relevant on the SPV-issuer’s failure. 

Another possible risk is the mismatch in the flow of funds from borrowers on the 
underlying loans to what is required to be paid to investors on the securities. One possible 
method of addressing this is to oblige the bank in administering the loans to increase the 
interest rate to borrowers, to cover any shortfall. It goes without saying that this technique 
is undesirable, not least for borrowers. Another method is to build in a cushion for SPV- 
issuers by committed facilities, reserves, or subordinated capital. What the originator-bank 
might also do is to provide a liquidity facility to the SPV-originator if it faces short-term 
problems in paying on the securities. 


D. REGULATION 


Earlier in the book we examined the capital (own funds’) requirements for banks to ensure 
that they have set aside enough capital to cover unexpected losses and to keep themselves 
solvent in a crisis. The basic principle is that the amount of capital a bank is required to 
have is expressed as a percentage of its risk-weighted assets.* If a bank has securitized its 
assets, its capital requirements should be reduced because it has removed the risks attached 
to them from its balance sheet. In accordance with internationally agreed bank capital 
adequacy standards set out in the Basel III agreement, the EU's Capital Requirements 
Regulation (CRR) and associated regulatory standards permit a bank to exclude from its 
risk weighted assets those which have been securitized if significant credit risk associ- 
ated with them has been transferred.” The other side of the coin is that a bank which 
is not an originator bank must avoid being exposed to the credit risk of a securitization 


°° Insolvency Act 1986, s. 239. 57 Companies Act 2006, s. 1162. 
= Chapter 2. See also B. Penn, ‘Banking Regulation, in S. Paterson and R. Zakrzewski (eds.) (n 26), 90-8. 


° Regulation (EU) No 575/2013 of the European Parliament and of the Council on prudential require- 
ments for credit institutions and investment firms. 
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position (e.g. through involvement in a synthetic securitization, as the holder of securities, 
as a sponsor of a securitization, as the provider of credit enhancement for a securitization 
issue) unless certain risk avoidance and disclosure measures are satisfied. 

The details are beyond the scope of the present discussion but, for an originator-bank 
to obtain the benefit of the reduced capital requirements, amongst other things in the case 
of a traditional securitization the documentation must reflect the economic substance of 
the transaction; the securitized assets must be put beyond the reach of the originator-bank 
and its creditors, including in insolvency and receivership (this to be supported by a legal 
opinion); the securities issued must not represent payment obligations of the originator- 
bank; the originator-bank must not maintain effective control over the assets through, 
for example, a right or obligation to repurchase them (although it may service them); 
and, except with early amortization, the bank must not have to improve positions in the 
securitization by, for example, altering underlying credit exposures or increasing the yield 
payable to investors in response to a deterioration in the credit quality of the securitized 
assets. 

As encouragement to securitizations which meet minimum standards of transparency, 
simplicity and standardization (STS securitizations), there have been revisions to the Basel 
III securitization framework to reduce a bank's calculations of credit risk capital require- 
ments in relation to such transactions.*' The Committee on Banking Supervision and the 
International Organisation of Securities Commissions (IOSCO) have published criteria to 
identify STS securitizations. The simplicity criteria concern the homogeneity and charac- 
teristics of the underlying assets, and a not overly complex structure for the transaction; 
the transparency criteria relate to the ease with which investors can assess risks the infor- 
mation provided on the underlying assets, the structure of the transaction and the parties 
involved; and the comparability criteria are about assisting investors in their understand- 
ing and enabling more straightforward comparisons between securitization products 
within an asset class. 

As part of its project for a single market for capital in the EU (a Capital Markets Union), 
the European Commission consulted in 2015 on the introduction of an STS regime.” As 
a contribution to the STS framework, the European Banking Authority (EBA) published 
in 2016 its guidelines on implicit support for securitization transactions. Under Article 
245 of the CRR an originator or sponsor institution may exclude from its calculation of 
risk-weighted exposures the credit risks transferred through a securitization. However, if 
it has done this it must not provide support with a view to reducing losses to investors in 
the securitization beyond its contractual obligations, although ‘[a] transaction shall not be 
considered to provide support if it is executed at arm's length conditions and taken into 
account in the assessment of significant risk transfer.“ The guidelines contain an objective 


6 Art. 243(4). See also Bank of England, Prudential Regulation Authority, Securitisation, Supervisory 
Statement, $S9/13, 2013. 

61 See also Basel Committee on Banking Supervision, Basel III Document, Revisions to the Securitisation 
Framework (Basel, Bank for International Settlements, 2016). 

6&2 Basel Committee on Banking Supervision and Board of the International Organization of Securities 
Commissions, Criteria for Identifying Simple, Transparent and Comparable Securitisations, Bank for 
International Settlements, 2015. 

® European Commission, An EU Framework For Simple, Transparent And Standardised Securitisation, 
Consultation Document, 2015; Proposal for a Regulation of the European Parliament and of the Council laying 
down common rules on securitisation and creating a European framework for simple, transparent and standard- 
ised securitisation, COM(2015) 472 final. See S. Schwarcz, ‘Securitisation and Post-Crisis Financial Regulation’ 
(2016) 101 Cornell LR 115. 

* Capital Requirements Regulation (EU) No. 575/2013, Art. 248. 
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test as to what constitutes arm’s length conditions and specifies when a transaction is not 
structured to provide support for a securitization.© 

With a securitization issue, the securities issued by an SPV-issuer will be subject to 
the ordinary law relating to issue (e.g. prospectuses) and marketing. The Credit Rating 
Agencies Regulation (EU) No 462/2013 introduced broad disclosure obligations in rela- 
tion to structured finance instruments, in broad terms a financial instrument or other 
asset resulting from a securitization (an SFI). Where any of the issuer, originator, or spon- 
sor of the SFI is established in the European Union, information must be disclosed via 
a publicly accessible website to be established by the European Securities and Markets 
Authority (ESMA).° 

With the securitization of consumer loans—home mortgages, credit card receivables, 
personal loans, and so on—what if an SPV-issuer sets interest rates at a higher level than 
the originator-bank would have fixed? What if it adopts a less indulgent attitude to default 
than the originator-bank? What if it discourages early repayment by imposing stiff penal- 
ties? The approach of the Financial Conduct Authority is that if a bank transfers a regu- 
lated mortgage on a securitization, it must notify a customer, as soon as the details are 
known, of who will be responsible for setting interest rates and charges.“ Presumably the 
assumption is either that reputation risk will mean that the bank will retain the power 
to do this or that, if not, the customer will be on notice and can refinance the mortgage 
elsewhere. Moreover, the originator-bank is be treated as continuing to be responsible for 
setting interest rates and charges if, under the terms of the sale, assignment or transfer, it is 
expected that the rates and charges will continue to be set by reference to, and be no higher 
than, those set by the bank for other contracts of the same kind.* Even if these rules were 
thought to offer sufficient protection to borrowers, they only apply to regulated mortgages 
and in the case of rates and charges. 
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INTERNATIONAL PAYMENT 
SYSTEMS AND TRADE 
FINANCE 


This chapter discusses two distinct but inter-related issues. The first part considers the gen- 
eral ways in which payment may be effected internationally or across borders in respect 
of any type of consumer or commercial contract. In many ways, the analysis builds upon 
the discussion in the earlier chapter dealing with domestic payment systems and limits 
itself to highlighting the additional issues or concerns that arise when such systems are 
used to effect an international or cross-border payment. The second part analyses the spe- 
cialist mechanisms designed to facilitate payment in the trade finance context in particu- 
lar. Some of the issues surrounding international messaging and transfer systems, such as 
SWIFT and TARGET2, have already been considered.! 


I. INTERNATIONAL PAYMENTS IN GENERAL 


A number of domestic payment systems were previously considered, namely phys- 
ical money, cheques, payment cards, and electronic fund transfers. Apart from physical 
money, which tends to be territorially circumscribed and requires exchange for the phys- 
ical money of another jurisdiction before it can be used abroad, most of the domestic 
forms of payment are capable of having an international operation (even money, when it 
takes an electronic or digital form, as this can be pre-loaded or uploaded in the currency 
units of the foreign jurisdiction). Of the various forms of payment mechanism, payment 
cards can be readily used abroad or online for purchases from foreign suppliers and the 
dematerialization of electronic fund transfers makes it ideal for cross-border payments. 
Employing these payment systems internationally would traditionally have given rise to a 
choice of law issue in that each of the contracts in the contractual matrix underlying pay- 
ment cards and funds transfers could potentially be governed by a different law, whether 
as a result of an express choice of applicable law’ or by virtue of the law applicable in the 
absence of party choice.’ Rather than subject each of the contractual relationships to a dis- 
tinct law, one option might be to identify the centre of gravity of the transaction in order 
to determine a single applicable law for all aspects of the payment transaction.’ While 


! See Ch. 12 earlier. 2 See Ch. 13 earlier. 
> Regulation No. 593/2008 of the European Parliament and of the Council of 17 June 2008 on the Law 
Applicable to Contractual Obligations, OJ L177/6, Art. 3 (Rome 1 Regulation). 


t Ibid., Art. 4. 
5 For some support for this approach in the letter of credit context, see Bank of Baroda v. Vysya Bank Ltd. 
[1994] 2 Lloyd’s Rep. 87; Marconi Communications International Ltd. v. PT Pan Indonesia Bank TBK [2007] 2 
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such a choice of law enquiry will still remain necessary in certain circumstances, there are 
three main tendencies that operate to limits its role. The first tendency is that increasingly 
the international operation of payment systems is subject to master agreements that make 
provision for the allocation of jurisdiction and the determination of the applicable law. The 
clearest example arises in the case of credit cards, for which Visa and MasterCard now pro- 
vide an overarching framework governing their international use. The second tendency 
is that there are increasingly international legal frameworks that govern the cross-border 
use of domestic payment systems. The most obvious example of such a development in 
England is the advent of the Payment Services Regulations 2017,° which purport to har- 
monize issues of liability and execution concerning both domestic and international funds 
transfers. The greater the harmonization of substantive law, the less there is a need for 
detailed choice of law principles. The third tendency is that there is an increasing amount 
of mandatory legislation that operates to override the applicable law or that applies irre- 
spective of the applicable law. Besides issues relating to anti-money laundering and terror- 
ist financing, the most obvious example is consumer protection legislation. Indeed, a good 
illustration is provided by the decision in Office of Fair Trading v. Lloyds TSB Bank plc,’ in 
which the House of Lords recognized that the connected lender liability provisions in the 
Consumer Credit Act 1974 continued to apply," even when a consumer used their credit 
card abroad to purchase goods or services. The more legal systems develop mandatory or 
extra-territorial legislation, the less scope there is likely to be for the conflict of laws. 

While many of the legal principles considered previously in relation to credit cards and 
funds transfers will apply equally in the international context, international payment by 
cheques raises the issues surrounding the international collection of cheques. The process for 
use of an ordinary cheque in a cross-border transaction is, in theory, simple. A in England 
draws a cheque on its bank, the drawee (paying) bank, and gives it or sends it to B in Germany. 
B takes it to its bank, the remitting bank. The remitting bank sends it for collection to a bank 
in England, probably its correspondent bank. That collecting bank will then present the 
cheque for payment through a domestic clearing system (assuming As bank is not the cor- 
respondent of B's bank, which makes things simpler).” The collecting bank will obtain value 
in the currency of the drawer’s country (sterling) but will then convert it into euros. While 
simple in theory, the cost of processing foreign cheques means that it is uneconomic when 
they are of modest value. Indeed, some banks may simply refuse to arrange the collection of 
foreign cheques for customers (and indeed will be obliged to refuse if exchange control pro- 
hibits payment to non-residents). This is quite apart from other disadvantages in using this 
method—the lack of transparency and the time that effecting final payment takes. 

In processing the cheque, Bs bank may negotiate it (in other words purchase it) from 
B and then collect it on its own behalf. B will then have its account credited fairly quickly, 
although its bank will retain the right to take the payment back if the cheque is not paid 
when presented to the foreign bank. B's bank may not be prepared to negotiate a foreign 
cheque if B is not an established customer or if the risk is otherwise considered too high— 
because of the country in which it is drawn, its value, and sometimes the bank on which it 
is drawn. Then the cheque will be collected on behalf of B. Typically, collection on behalf 
of a customer is governed by the Uniform Rules for Collection issued by the International 


* Payment Services Regulations 2017, 2017 SI No. 752, implementing Directive 2015/2366 of the Furopean 
Parliament and of the Council of 25 November 2015 on Payment Services in the Internal Market, OJ L337. 

” Office of Fair Trading v. Lloyds TSB Bank plc. [2008] 1 AC 316. 

€ Consumer Credit Act 1974, s. 75. * Individual presentment is ignored in this account. 
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Chamber of Commerce.'° The current uniform rules, are adhered to by banks in many 
jurisdictions and are widely used. The rules apply because they are incorporated specif- 
ically by reference. Alternatively, they may apply to a collection as a result of a course of 
conduct between B and his bank, or as a matter of trade usage (commercial custom)."! 
Cheques are among the ‘financial documents’ which can be collected under the uniform 
rules.'’ While banks under the rules must act in good faith and exercise reasonable care in 
utilizing the services of other banks, such as a correspondent, a remitting bank does so for 
the account of and at the risk of the customer. The English courts have held that a collect- 
ing bank (the correspondent bank) is entitled to an indemnity in its favour as against the 
remitting bank (B's bank), as well as to the benefit of an implied warranty from the latter 
that its customer is entitled to the proceeds of any cheque paid in." 

Besides these domestic payment systems that may be used to effect international pay- 
ments, there is one form of payment instrument that was specifically designed for inter- 
national use, namely the travellers’ cheque. Travellers’ letters of credit can be traced back to 
those given in 1201 by King John to two emissaries to the Pope. As evolved in subsequent 
centuries, they were letters addressed by the issuing bank to specified correspondents 
abroad, which the traveller called upon to obtain advances.'* The modern-day travellers’ 
cheque varies with the issuer, but at base the issuer (which may be a bank) sells the cheques 
to the traveller, who can then obtain cash from, or make payment abroad to, a third party 
prepared to accept them. A travellers’ cheque contains a promise by the issuer to pay a 
third party, or to the order of a third party, provided the countersignature, added in its 
presence, coincides with the signature already placed there by the traveller at the time of 
purchasing the cheques. 

Travellers must pay for their travellers’ cheques in advance of their use, as with e-money 
cards, by contrast with cheques, debit cards, and, of course, credit cards. However, the 
advantage of travellers’ cheques is said to be that if they are stolen, the traveller will be 
reimbursed by the issuer. Arguably, there is an implied right to this effect in the contract 
with the customer." There may also be a collateral contract resulting, for example, from 
the claims made in the issuers marketing material. However, the express written con- 
tract may be especially onerous, obliging the traveller to demonstrate, as a precondition of 
obtaining reimbursement, that he or she has safeguarded, without negligence, each travel- 
lers cheque against loss or theft.” 


Il. TRADE FINANCE 


As considered in the previous section, payment for the international supply of goods and 
services may simply be achieved by using domestic payment techniques (most commonly 
a credit card or funds transfer) in an online or cross-border context.'* Whilst such payment 


10 International Chamber of Commerce, Uniform Rules for Collections, 1995 Revision (URC 522). See E. 
Ellinger, ‘The Uniform Rules for Collection’ [1996] JBL 382. The uniform rules apply to both retail and whole- 
sale collections but, because of the amounts involved, seems to have a greater relevance to the latter. 

1 Harlow and Jones Ltd. v. American Express Bank Ltd. [1990] 2 Lloyd's Rep. 343. 

12 URC 522, Art. 2(b)(i). 3 URC 522, Arts. 9, 11(a). 

14 Honourable Society of the Middle Temple v. Lloyds Bank plc [1999] 1 All ER (Comm) 193. 

15 E, P. Ellinger, ‘Travellers’ Cheques and the Law’ (1969) 19 U Tor. LJ 132, 132-4. 

16 El Awadi v. Bank of Credit and Commerce International SA Ltd. [1990] 1 QB 606. 

17 Braithwaite v. Thomas Cook Travellers Cheques Ltd. [1989] QB 553. 

18 Other non-specialist financing techniques may also be relevant: international buyers and sellers of goods 
and services may borrow funds in the ordinary way from their banks to finance their activities (although, in 
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mechanisms will be most commonly used for consumer purchases or small-scale or one- 
off commercial acquisitions, the parties’ large-scale or ongoing international trade trans- 
actions may also require payment in this manner if the supplier is confident that there is 
little risk of not being paid. This will be the case when the parties agree to ‘open-account’ 
trading, where the seller ships the goods or services to the buyer before receiving payment 
and the buyer makes payment (usually after 30, 60, or 90 days) by one of the ordinary 
methods considered earlier. Open-account trading remains popular, as it represents the 
most straightforward means of effecting payment and provides the buyer with a useful 
period of credit, but, from the seller’s perspective, it represents the most risky payment 
method and accordingly will only usually be employed where the buyer and seller have 
dealt with each other before; have an ongoing commercial relationship; and/or there are 
no doubts about the economic or political stability of the jurisdiction in which the buyer is 
located. Where the seller cannot be so confident of the buyer’s willingness or ability to pay, 
the parties are more likely to employ one or more of the specialist financing techniques 
developed for international trade, which are the focus of this section. One option might be 
for the seller to engage its bank to act as intermediary in order to effect a documentary col- 
lection, subject to an optional, but standardized, legal framework:”’ the seller keeps control 
of the goods sold by retaining the transport documents (usually a bill of lading or airway 
bill depending upon the transport method) until the buyer pays against the presentation 
of documents (termed ‘documents against payment’ or “D/P’) or obliges itself to pay the 
seller by accepting a bill of exchange (termed ‘documents against acceptance’ or ‘D/A). 
The first part of this section will focus on the use of bills of exchange to effect payment 
on D/A terms and also consider other financing devices involving such instruments, such 
as acceptance credits and forfaiting. The second part will focus on the even more special- 
ist form of trade finance in the form of the documentary letter of credit.’ That part will 
also briefly consider performance bonds, first-demand guarantees, and standby letters of 
credit, but, as these are not international payment mechanisms, they will only be analysed 
to the extent that they assist with understanding documentary letters of credit. These sec- 
tions do not, however, represent an exhaustive catalogue of the legal issues surrounding 
trade finance,” since there may also be legal difficulties arising out of (by way of example) 
international factoring (in which sellers transfer their accounts receivable arising out of 
their trade transactions to banks in order to relieve cash-flow difficulties),"* countertrade 
operations (in which goods and services are effectively exchanged for one another, rather 
than payment being made in monetary terms), and the role of, and financial support 


the international trade context, repayment may be guaranteed by an export-credit agency) and/or a financing 
bank may take security over its customer’s business. 

'? See Section I earlier. 

* International Chamber of Commerce, Uniform Rules for Collections, 1995 Revision (URC 522), 

^! As the discussion of documentary letters of credit is not intended to be comprehensive, reference should 
be made to more detailed specialist texts: see, e.g., A. Malek and D. Quest, Jack: Documentary Credits (4th edn., 
London, Tottel Publishing, 2009); E.P. Ellinger and D. Neo, The Law and Practice of Documentary Letters of 
Credit (Oxford, Hart Publishing, 2010). 

* For a practitioner's view of the range of issues that might arise: see H. Palmer, Iternational Trade and 
Pre-Export Finance (2nd edn., London, Euromoney, 1999). 

2 Consider generally UNIDROIT, Convention on International Factoring (Ottawa, 28 May 1988). 

* Banks have an essential role to play in countertrade operations by, for example, managing the trust or 
escrow accounts into which the proceeds from (say) the sale of oil are held to satisfy the claims of (say) the 
exporter of machinery: see generally M. Rowe, Countertrade (3rd edn., London, Euromoney, 1997). 
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provided by, export-credit agencies to encourage international trade. Accordingly, the 
present section focuses on the key legal aspects of trade finance. 


A. BILLS OF EXCHANGE IN INTERNATIONAL TRADE 


Bills of exchange are utilized in three key ways to finance international trade: first, a bill of 
exchange may be used when payment is made on ‘documents against acceptance or ‘D/A 
terms; secondly, a bill of exchange may be used pursuant to the terms of an acceptance 
credit; and, thirdly, a bill of exchange may be used for a special form of trade finance known 
as forfaiting, where the forfaiter agrees to discount bills of exchange that are backed, (usu- 
ally) by a leading bank in the buyer’s country. Before considering each of these scenarios 
in turn, however, it is important to consider why the bill of exchange has proved so advan- 
tageous when compared to other methods of providing trade credit, and any drawbacks 
that exist. Essentially, this stems from the bill of exchange’s status as a negotiable instru- 
ment. First, the claim on the bill is generally dissociated from any claim in relation to the 
underlying transaction. By contrast, a supplier of goods on open account may be faced 
with disputes about the quality of the goods and services, whereas if the seller draws a bill 
of exchange on the buyer, the latter will generally speaking have to raise those matters sep- 
arately, after having paid the bill. Secondly, a person buying a bill of exchange—such as a 
bank purchasing such instruments in the bills market—generally obtains a good title to it 
by virtue of becoming a ‘holder in due course’, even though the transferor had a defective 
title or no title at all. As would be expected, a transferee of a bill of exchange will only 
qualify as a holder in due course if he took the bill of exchange in good faith and had no 
notice of any prior defect in the title to the instrument.” The fact that prior defects in title 
can be wiped clean from the instrument is clearly facilitative of market transactions in 
bills of exchange. By contrast, assignees of debts or contractual rights that are not embed- 
ded in a document can never be in a better position than their assignors, since they take 
subject to the assignor’s defects in title and the debtor’s prior equities. Thirdly, the claim 
embodied in a bill of exchange is transferred by delivery, or indorsement and delivery,” 
and the holder of the instrument is entitled to sue in its own name.” In contrast, where 
rights are transferred by assignment or novation, not only can it be difficult to distinguish 
between these two operations (despite their different legal consequences), but also there 
are additional formality requirements that may need to be satisfied (such as the need for 
writing and notice to the debtor)” and there may be contractual restrictions upon trans- 
fer.’ Moreover, even when one is dealing with the less formalistic equitable assignment, 
an equitable assignee will generally need to join the assignor to any proceedings to enforce 
the debt against the debtor.” Whilst these factors have sometimes inhibited the develop- 
ment of an effective market for certain types of claim, the concept of negotiability has been 
instrumental in the developing market in bills of exchange, as they can be freely bought 
and sold without the need for extensive due diligence before purchase. Indeed, such is 
their utility, that central banks have used the bills market as one technique to effect mon- 


etary policy. 


25 Bills of Exchange Act 1882, s. 29(2). 6 Bills of Exchange Act 1882, s. 29(1). 

”” Bills of Exchange Act 1882, ss. 31-2. 8 Bills of Exchange Act 1882, s. 38(1). 

2° Law of Property Act 1925, s. 136(1). 

3 Linden Gardens Trust Ltd. v. Lenesta Sludge Disposals Ltd. [1994] 1 AC 85, 106-7. It may be possible to 
sidestep a non-assignment clause by employing trust-based reasoning: see Barbados Trust Co. Ltd. v. Bank of 
Zambia [2007] EWCA Civ 148. 

31 Deposit Protection Board v. Dalia [1994] 2 AC 367, 380-1. 
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(i) Documents against acceptance or D/A 


When the underlying international sale contract provides for documents against accept- 
ance or D/A, the parties are agreeing that, before the shipping documents (which will usu- 
ally contain a transport document giving possession to the goods themselves) are handed 
over to the buyer, the latter will accept, or arrange for another party (usually a bank) to 
accept a bill of exchange, rather than pay for the goods immediately. Whilst it is possible 
for the seller to present the shipping documents directly (by sending the documents by 
courier), a far more secure and cost-effective method is for the seller to engage a collect- 
ing bank to present the documents on its behalf and to collect the bill of exchange and its 
proceeds. Where such a bill of exchange is employed as the means of effecting payment 
it may be payable on demand, or, more likely, at some fixed time after sight or date.” On 
this basis, the clear advantage of the bill of exchange from the buyer's perspective is that it 
gets a period of credit. Indeed, if the buyer has the bargaining power, the collection order 
may specify that its acceptance of the bill be deferred until arrival of the goods. Bills of 
exchange in international trade tend on the whole to favour buyers, by contrast with let- 
ters of credit, where the seller can claim payment as soon as it ships the goods. The disad- 
vantage of bills of exchange for buyers, however, is that they are liable on the instrument 
to any holder in due course, irrespective of the performance of the underlying contract.” 
This downside may be magnified if the bill of exchange provides that the buyer must pay 
any bank charges, in addition to the instrument's face value. Given that the bill of exchange 
appears to favour buyers, one might wonder why sellers are willing to engage in this form 
of trade finance. The answer lies in the bill of exchange’s negotiability, since, despite grant- 
ing the buyer a period of credit, the seller is able to negotiate the instrument to a third 
party at a discount and receive immediate payment. The only downside for the seller is 
that that third party retains a statutory right of recourse in the event that the buyer does 
not honour the bill of exchange.” 

In terms of how the bill of exchange is used, the seller will draw a bill of exchange to its 
own order, effectively naming itself as payee, upon the buyer, as drawee. When the instru- 
ment is presented to the buyer, assuming the shipping documents are in order, the buyer 
will ‘accept’ the instrument, pursuant to which acceptance the buyer is primarily liable on 
the bill of exchange.” The buyer thereby becomes the acceptor of the instrument and so 
must pay the seller, as payee, or anyone to whom the seller negotiates the bill of exchange.*° 
Bills of exchange that are payable to order are negotiated by indorsement (effectively a 
signature on the instrument's reverse side) and delivery: an indorsement in blank, which 
specifies no particular indorsee, becomes payable to the instrument's bearer and thereafter 
is negotiated by delivery alone.” In the usual case, the seller will first negotiate the bill of 
exchange to its own bank and that bank will discount that instrument by giving the seller 
less than its face value to reflect the fact that the bank will be out of its money until the bill 
of exchange matures. Accordingly, although the supplier receives less than he might other- 
wise have recovered from the buyer, the difference is that he gets paid immediately. As the 
negotiating bank will clearly have given value by discounting the instrument, it becomes a 


2 Bills of Exchange Act 1882, s. 11(1). See further Hong Kong e Shanghai Banking Corp. Ltd. v. G D Trade 
Co. Ltd. [1998] CLC 238. Cf. Korea Exchange Bank v. Debenhams (Central Buying) Ltd. [1979] 1 Lloyd’s 
Rep. 548. 

* In contrast, in an action by a supplier/payee on a bill of exchange, the buyer/acceptor may raise an 
absence or total failure of consideration, or have a liquidated cross-claim: see, e.g., Nova (Jersey) Knit Ltd. 
v. Kammgarn Spinnerei GmbH [1977] 1 WLR 713. 

** Bills of Exchange Act 1882, s. 47(2). * Bills of Exchange Act 1882, ss. 17, 54(1). 

* Bills of Exchange Act 1882, ss. 26(1), 29(3). ” Bills of Exchange Act 1882, ss. 31, 34. 
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‘holder for value.” The strongest position, however, is to be a ‘holder in due course, as such 
a holder takes the instrument free from any defects in title of prior parties, as well as any 
personal defences.” To be a holder in due course, a holder for value must have taken the 
instrument, complete and regular on the face of it, before it was overdue, without notice 
that it had previously been dishonoured (if that was the case), in good faith, and with no 
notice of any defect in the title of the party negotiating it." ‘Good faith’ demands honesty"! 
and ‘notice’ usually depends upon whether the negotiating bank had actual knowledge 
of the transferor’s defect in title or wilfully shut its eyes to the obvious. Moreover, a bill 
of exchange does not become irregular on its face simply by referring to the underlying 
transaction™ or by having endorsements that are out of order, although a discrepancy 
between the seller’s signature as drawer and indorser might have that effect. Whilst the 
incidence of fraudulent bills of exchange remains low, the most serious risks for the bank 
are when its employees’ fraud can be attributed to it, thereby precluding it from becoming 
a ‘holder in due course’; and when the bill of exchange bears a forged drawer’s signature as 
no rights whatsoever can be obtained thereunder.* 

Following its becoming ‘holder’ of the bill of exchange, the negotiating bank in turn 
may further negotiate the instrument (those subsequent banks also then becoming ‘hold- 
ers’) or wait until maturity and claim the face value of the bill of exchange from the buyer 
at the bill’s maturity date. As a ‘holder in due course’ the bank ‘holds the bill free from any 
defect of title of prior parties, as well as from mere personal defences available to prior 
parties among themselves,“ so that its claim against the buyer cannot be affected by any 
claims that the buyer might have against the seller in relation to the underlying contract.” 
On this basis, the bank collects the bill of exchange on its own account and seeks to make 
a small profit on the difference between the discounted payment to the seller and the pay- 
ment at maturity from the buyer. In the event of non-payment, the negotiating bank will 
have recourse against the seller, its customer, who (as drawer) becomes liable on the bill 
if the buyer (as acceptor) dishonours it.** In other words, the seller becomes secondarily 
liable on the instrument to third party acquirers, primary liability remaining with the buyer. 
Obviously, the bill of exchange may be negotiated multiple times, with the consequence 
that the Bills of Exchange Act 1882 creates a chain of liability, so that, in the event of non- 
payment by the buyer, each party to the instrument is liable to those parties succeeding it.“ 


38 Bills of Exchange Act 1882, s. 27. There is also a presumption to this effect: ibid., s. 30(2). Instead of nego- 
tiating the bill, the seller's bank may collect it on the sellers behalf and may make an advance—a proportion of 
the instrument’s face value—to the seller against the collection. Under the general law, the collecting bank has 
a lien on the bill of exchange, and consequently under Bills of Exchange Act 1882, s. 27(3) will be a ‘holder’ to 
the extent of the advance. 

3 Bills of Exchange Act 1882, s. 29(2). 4 Bills of Exchange Act 1882, s. 29(1). 

“| Bills of Exchange Act 1882, s. 90. 

42 Care is needed, however, to ensure that the order to pay remains unconditional: see Bills of Exchange 
Act 1882, s. 3(3)(b). 

® Yeoman Credit Ltd. v. Gregory [1963] 1 WLR 343, [1963] 1 All ER 245; Lombard Banking Ltd. v. Central 
Garage and Engineering Co. Ltd. [1963] QB 220. 

“ See, e.g., Arab Bank Ltd. v. Ross [1952] 2 QB 216. A material alteration to the bill of exchange avoids the 
instrument and accordingly renders it irregular: see Bills of Exchange Act 1882, s. 64. 

45 Bills of Exchange Act 1882, s. 24. Furthermore, if the discounting bank has taken a bill with a forged 
indorsement of the seller, it cannot claim against the buyer/acceptor, but, if it subsequently negotiates the 
instrument, the bank will be liable on its indorsement to others who subsequently become ‘holder’: see Bills of 
Exchange Act 1882, ss. 55(2), 58. 

4% Bills of Exchange Act 1882, s. 38(2). 

1 Barclays Bank Ltd. v. Aschaffeburger Zellstoffwerke AG [1967] Lloyd's Rep. 387. 

48 Bills of Exchange Act 1882, s. 47(2). 4 Bills of Exchange Act 1882, s. 55(2). 
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Conversely, each party can claim against those parties preceding it on the bill of exchange, 
so that ultimately, the seller (as drawer) may have to bear the loss of the buyer's default 
(even though the seller will have a right of recourse against the buyer on the instrument 
and under the contract of sale, this will prove worthless if the buyer is insolvent). As a pre- 
cursor to suing up the chain of liability, when the buyer dishonours a bill of exchange, the 
holder must give notice of that dishonour to the drawer and each prior indorser, otherwise 
their liability on the instrument will be discharged.” Moreover, as a bill of exchange in 
international trade is likely to qualify as a ‘foreign bill,” there is a further requirement that 
the bill of exchange must be protested.“ ‘This is effectively a formal procedure designed to 
provide evidence demonstrating that the bill of exchange has indeed been dishonoured by 
the buyer.“ Once again, a failure to satisfy this requirement results in the drawer and prior 
indorsers being discharged of their liability on the instrument.” 


(ii) Acceptance credits 


Under an acceptance credit facility, a seller or a buyer may raise trade-related finance, inde- 
pendently of the other, by drawing bills of exchange on his or her bank, which the bank 
then accepts and the customer is then able to discount in the market. As the bank will have 
accepted the bills of exchange, these facilities are often called acceptance credits.** Effectively, 
this is an alternative to a straightforward loan, as the seller, which has drawn bills of exchange 
under the acceptance credit, will receive immediate payment by discounting the instruments. 
Ultimately, however, the seller will be looking for payment from the buyer to reimburse its 
own bank. In some jurisdictions, acceptance credits may be available for a range of financing 
purposes; in others, they tend to be trade-related, providing credit for both buyers and sellers. 

As it is an alternative to a loan, acceptance credits will usually be issued under a facility 
agreement, which will typically contain the types of provision associated with other types 
of lending, such as clauses regarding availability and charges, conditions precedent, rep- 
resentations and warranties, limited undertakings, and a default clause giving the bank a 
wide (or unlimited) discretion to demand repayment of any outstanding drawings (with 
interest) and to declare the aggregate face value of any outstanding bills immediately 
repayable. As regards availability, the agreement may oblige the customer to request util- 
ization of the facility. If approved, the customer will then draw bills payable on its bank to 
its own order with an agreed maturity date after acceptance (usually one, two, three, six, or 
twelve months). Following acceptance, the bills of exchange may then be returned to the 
seller, or delivered to its order, or the bank may discount them on the seller’s behalf and 
then disburse the proceeds (less charges) to it. On the date of the instruments’ maturity, 
the seller will usually be obliged by the facility agreement to provide the bank with funds 
equal to the face value of those instruments, so it will be critical for the seller to ensure that 
the buyer has made payment before that date.*° 


° Bills of Exchange Act 1882, s. 48. For the detailed rules on notice of dishonour, see Bills of Exchange Act 
1882, s. 49. 

5 Bills of Exchange Act 1882, s. 4. 5 Bills of Exchange Act 1882, s. 51(2). 

5 Bills of Exchange Act 1882, s. 51. ** Bills of Exchange Act 1882, s. 51(2). 

5 E. P. Ellinger, E. Lomnicka, and C. Hare, Ellinger’s Modern Banking Law (5th edn., Oxford, Oxford 
University Press, 2011), ch. 17. 

** One legal issue that has never been authoritatively decided is whether a bill of exchange drawn under 
an acceptance credit facility is an ‘accommodation bill’ under the Bills of Exchange Act 1882, s. 28(1), which 
provides that an accommodation party to a bill is one who signs a bill as a drawer, acceptor, or indorser, with- 
out receiving value, and for the purpose of lending its name to some other person. Under Bills of Exchange 
Act 1882, s. 59(3), an accommodation bill is discharged if the party accommodated—the customer—pays 
the instrument. Accordingly, if a bank under an acceptance credit is not an accommodation party, and the 
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(iii) Forfaiting 

Forfaiting is a specialist activity that is generally used for large transactions and involves 
the discounting of bills of exchange or promissory notes on a non-recourse basis. In 
essence, the seller will usually draw a bill of exchange on the buyer, which the forfaiter 
agrees to discount at a previously agreed fixed price.” On this basis, the seller receives 
immediate payment, although the size of the discount applied will reflect the risk that the 
forfaiter perceives it is taking. If the buyer has accepted the bill of exchange, that party will 
be primarily liable on the instrument and ordinarily the seller would be secondarily liable, 
if the buyer does not pay, by virtue of the statutory rights of recourse against it.* There is, 
however, a special feature of bills of exchange that are forfaited, namely that the supplier 
will exclude his usual liability on the bill of exchange by signing as drawer and indorsing 
the instrument ‘without recourse’ or sans recours.” The words ‘without recourse or sans 
recours must appear on the bill of exchange itself, for if the exclusion is simply contained 
in a separate contract between the seller and forfaiter it will only be effective between those 
parties and not bind third parties." It is central to forfaiting that, in the event of dishonour, 
the forfaiter does not have recourse against the seller. Crucial for the forfaiter’s protection 
is thus the aval or guarantee that the forfaiter will require on the bill of exchange and that 
will usually be provided by a leading bank in the buyer's country. Forfaiters may in turn 
sell the bills of exchange or promissory notes that they have discounted and accordingly 
will be liable on the bill of exchange if it has been indorsed. 

There are three potential legal difficulties to which forfaiting activity gives rise. The first 
issue concerns the effectiveness of the guarantee or aval given by the bank in the buyer's 
jurisdiction in the event of non-payment by the buyer. As indicated already, this guarantee 
or aval provides the forfaiter with its main form of security and is also important for the 
marketability of the instruments, since without the backing of a leading bank, the forfaiter 
is unlikely to be able to sell the instruments in the secondary market. Avals are recognized 
in the Geneva Uniform Law for Bills of Exchange and Promissory Notes: they are set out 
either on the bill of exchange itself or an allonge; they are expressed by the words bon pour 
aval or an equivalent; and they are signed.“ The provider of the aval is bound in the same 
manner and to the same extent as the person for whom the guarantee has been provided,” 
so that a bank avalizing a bill of exchange for the account of a buyer, who has accepted the 
instrument, likewise assumes the liability of an acceptor. On the face of things, however, 
this solution would not be available in England, since it has been held that ‘[a]n aval for 


customer pays any holder directly, the bill is not discharged under this provision, so that the customer could 
unfairly sue the bank on the instrument. In fact, it is difficult to see how a bank can be an accommodation 
party under s. 28(1) when, under the typical acceptance credit facility, it charges an acceptance fee, so that it 
receives value. In the unlikely event that the customer pays an acceptance credit bill directly and claims against 
the bank because the bill is still extant, the bank would be protected under the typical acceptance credit facil- 
ity by the default clause and the obligation on the customer to put the bank in funds at the date of maturity. 


5 Although promissory notes may be subject to forfaiting activity, the discussion focuses on bills of 
exchange. 

58 Bills of Exchange Act 1882, ss. 42, 47(2). 

5 Bills of Exchange Act 1882, s. 16(1). Compare League of Nations, Convention Providing a Uniform Law 
for Bills of Exchange and Promissory Notes, Treaty Series, vol.143, p. 257 (7 June 1930), Art. 9. As the restric- 
tion on excluding recourse does not apply to makers of promissory notes (Art. 77), forfaiting in countries 
subject to the Uniform Law may use promissory notes, rather than bills of exchange, since sellers may not 
be satisfied with a mere separate contractual undertaking by the forfaiter not to sue on the bill of exchange. 

6 Tt follows that the exclusion of recourse does not affect the bill of exchange’s negotiability. 

6 League of Nations, Convention Providing a Uniform Law for Bills of Exchange and Promissory Notes, 
Treaty Series, vol.143, p. 257 (7 June 1930), Art. 31. 

Saal DidepAtites2. 
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the honour of the acceptor, even if on the bill, is not effectual in English law.® This problem 
is, however, generally academic because the Bills of Exchange Act 1882 does recognize the 
undertaking of the ‘quasi’ or ‘anomalous’ indorser: if someone like a bank, who is not the 
holder of a bill of exchange, backs it with its signature, it is liable as an indorser to a holder 
in due course.” Unlike the aval, however, the undertaking of the ‘quasi’ or ‘anomalous’ 
indorser is limited to those who became parties to the instrument after its signature was 
placed upon it. This can be the position with forfaiting, since the forfaiter will sign as an 
indorser of the bill of exchange. To be liable to the payee, however, the parties need to prac- 
tice legal alchemy: the bank will avalize the bill of exchange, which will then be indorsed 
by the payee back to the bank, then indorsed by the bank back to the payee. That said, an 
aval may well be enforceable as an ordinary guarantee. In any event, forfaited bills will often 
be avalized in countries which recognize the aval, in which case English law will then give 
effect to an aval, since the Bills of Exchange Act 1882 provides that the obligations created 
by it are determined by the law of the place where the contract of aval is made. 

Secondly, if the bill in question is drawn to order, it will need to be indorsed over to the 
forfaiter, but if the drawer refuses to release the instrument on grounds of commercial 
confidentiality, it will then be difficult for the forfaiter to sue on the instrument, as delivery 
is essential to complete the contracts of the drawer and acceptor and for the instrument's 
negotiation. Delivery can be effected by a constructive transfer of possession, but this 
would involve the forfaiter’s customer somehow constituting itself as agent of the forfaiter, 
and holding the instrument on the latter’s behalf, rather than on its own account. 

Thirdly, although the non-recourse nature of the bill of exchange is critical to forfaiting, 
there is an issue as to whether the seller might nevertheless still be liable on the instrument 
as a ‘transferor by delivery, which is a transferor (namely, the seller) that warrants to its 
immediate transferee (namely, the forfaiter) that the bill of exchange is genuine; that the 
transferor has the right to transfer it; and that, at the time of transfer, the transferor is not 
aware of any fact rendering the instrument valueless.“ These warranties may include, for 
example, that the signatures on the bill of exchange are genuine and that the instrument 
relates to a genuine underlying transaction. That said, it is difficult to see how a party sign- 
ing an instrument ‘without recourse’ can be giving these various warranties, since, in an 
ordinary sale of an instrument, there are no implied terms that the instrument is genuine 
or relates to a genuine transaction.® 


B. DOCUMENTARY LETTERS OF CREDIT 


The principal disadvantages of arranging for payment D/A or D/P is that the international 
seller of goods is relying solely upon the buyer's willingness or ability to pay the price for 
the goods (unless the seller retains title or puts some other form of security device in place) 
and risks having to pursue the buyer in a foreign jurisdiction (or prove in a foreign-based 
liquidation) in the event that payment is not forthcoming. These problems are not neces- 
sarily addressed by employing a bill of exchange (or draft) as part of the payment process, 
since this will only provide the seller with another (documentary) form of recourse against 
the buyer and, even when the seller has negotiated the draft to a third party bank, that 
bank retains a right of recourse against the seller in the event that the buyer does not bon- 
our its acceptance.” Moreover, with a bill of exchange, by the time the buyer accepts, the 


® Steele v. M’Kinlay (1880) 5 App. Cas. 754, 772. * Bills of Exchange Act 1882, s. 56. 

* Bills of Exchange Act 1882, s. 72(2). See further G. & H. Montage GmbH v. Irvani [1990] 1 Lloyd’s Rep. 14. 
6° Bills of Exchange Act 1882, ss. 21, 31. € Bills of Exchange Act 1882, s. 58(3). 

8 Cf. Dumont v. Williamson (1867) 17 LT 71, 72. © Bills of Exchange Act 1882, s. 43(2). 
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goods may have reached, or be about to reach, their destination, so that, if the buyer then 
fails to accept the bill, the supplier may incur considerable expense in retrieving the situ- 
ation. Even if the buyer accepts the bill, there is a risk that it will dishonour it on maturity, 
by which time the goods may have been shipped. By contrast, with a letter of credit, the 
supplier obtains actual payment (or a reliable promise to pay) from a bank as soon as it 
presents complying documents. 

The documentary letter of credit does, however, attempt to address the aforementioned 
concerns by interposing between the buyer and the seller one or more banks give the 
latter a binding undertaking to pay the price of the goods on condition that the seller 
presents documents in the stipulated form: not only is a bank likely to prove a more 
reliable and solvent paymaster, thereby increasing the prospect that the seller will actu- 
ally receive payment, but also any conflicts of law issues relating to jurisdiction, choice 
of law, or enforcement of judgments is likely to be significantly reduced.” In this regard, 
a documentary letter of credit has been defined as ‘any arrangement, however, named or 
described, whereby a bank (the “Issuing Bank”) acting at the request and on the instruc- 
tions of a customer (the “Applicant”) or on its own behalf [to pay, accept and pay drafts or 
negotiate drafts] against stipulated documents. * More recently, a documentary letter of 
credit has been defined as ‘any arrangement, however named or described, that is irrev- 
ocable and thereby constitutes a definite undertaking of the issuing bank to honour a 
complying presentation. ` In structural terms, a documentary letter of credit has classically 
been described as involving a matrix of ‘autonomous though interconnected contractual 
relationships, * namely the underlying international sales contract between the buyer and 
the seller pursuant to which the former undertakes to supply goods and the latter agrees 
to pay for them; the contract between the buyer (or ‘applicant’) and a bank (termed the 
‘issuing bank’) pursuant to which the latter agrees to issue a documentary credit in favour 
of the seller (or ‘beneficiary’) in return for the buyer undertaking to reimburse the issuing 
bank for any sums paid to the seller/beneficiary; the contract between the issuing bank 
and a correspondent bank in the seller/beneficiary’s jurisdiction (in this example termed 
a ‘confirming bank’) pursuant to which the former agrees to pay the latter for adding its 
confirmation to the documentary letter of credit and to reimburse that bank for any sums 
paid to the beneficiary; and finally the two almost-identical contracts between the issuing 
bank and the seller/beneficiary, on the one hand, and the confirming bank and the seller/ 
beneficiary, on the other, pursuant to which each bank enters into a separate and distinct 
undertaking with the seller/beneficiary to pay the purchase price of the goods” following 
the presentation of documents that conform with the terms of the credit. 

The particularly important and unique feature of these last undertakings, however, 
is that they constitute abstract or autonomous payment undertakings, meaning that the 


7 An international seller may also engage a bank to act as its agent in presenting the required documents 
and collecting the price payable under the sale of goods contract, but, although the use of such agents for col- 
lection facilitates the presentation and collection processes, they do not address the practical and legal difficul- 
ties arising from the buyer’s insolvency or location abroad: see generally URC 522. 

71 Only a small proportion of trade within Europe is covered by letters of credit, but where exchange control 
is in place, a government may insist on payment by letters of credit to underpin that system. 

72 International Chamber of Commerce, Uniform Customs and Practice for Documentary Credits, 1993 
Revision (UCP 500), Art. 2. 

73 International Chamber of Commerce, Uniform Customs and Practice for Documentary Credits, 2007 
Revision (UCP 600), Art. 2. 

™ United City Merchants (Investments) Ltd v. Royal Bank of Canada [1983] 1 AC 168, 182-3. 

7 As considered later, the banks’ undertakings may be to do something other than pay upon sight following 


the presentation of conforming documents. 
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performance of those undertakings is entirely independent of the state of performance 
of the underlying sale transaction that the credit is being used to finance.” Accordingly, 
unlike the buyer himself, the issuing and confirming banks cannot refuse payment on the 
basis of defective or non-performance of the underlying sale transaction. As long as the 
seller/beneficiary can provide the banks with the documents stipulated in the documen- 
tary letter of credit, it is entitled to payment, regardless of extraneous circumstances, since 
the banks are concerned with the compliance of the documents alone” (albeit the banks 
are entitled to insist upon strict compliance between the documents presented and the let- 
ter of credit’s terms). The twin pillars of autonomy and strict compliance are considered 
further below. 

Besides the twin pillars of strict compliance and autonomy, there is one other feature 
of the letter of credit that provides security of payment to the beneficiary, namely the 
method by which such instruments are usually issued. Although there are no particu- 
lar requirements as to the form of a documentary letter of credit (since it is defined as 
‘any arrangement’), they have nevertheless become increasingly standardized. ‘This is 
largely a consequence of technological advances surrounding bank-issued letters of credit. 
Previously, credits would have been issued by means of a ‘tested telex,” but increasingly 
they are issued on standard SWIFT formats (such as MT700). One of the primary reasons 
for the popularity of these mechanisms is that they effectively eliminate disputes con- 
cerning whether the bank representative that issued the letter of credit actually had the 
bank’s authority to do so, since the security features associated with tested telexes and 
SWIFT messages create a legal presumption that the credit was authorized." The protec- 
tion afforded to the beneficiary is not, however, absolute and may be inapplicable when the 
beneficiary knows" that the letter of credit has been issued without authority or when the 
message has been introduced into the system by a hacker, rather than a bank representa- 
tive.” Providing the beneficiary with such a high level of protection is justified in terms of 
supporting the operation of letters of credit generally. Moreover, any potential unfairness 
to the issuing bank may be countered by the fact that it may have some form of indemnity 
right against the bank advising the credit*’ or against the buyer/applicant if it transpires 
that the instruction to issue the credit was unauthorized or fraudulent in the first place. 

Before considering documentary letters of credit themselves, however, there are two 
important considerations to bear in mind. ‘The first consideration is that other types of 


6 UCP 500, Art. 3; UCP 600, Art. 4. 7” UCP 500, Art. 4; UCP 600, Art. 5. 

78 UCP 500, Art. 2; UCP 600, Art. 2. 

” For a description of the ‘tested telex’ system, see Standard Bank London Ltd. v. The Bank of Tokyo Ltd. 
[1995] 2 Lloyd's Rep. 169: “Tested telexes are telexes which contain codes, or tests which are secret between 
the sender and the recipient, by which the recipient can recognize that the telex has been sent by and with the 
authority of the bank which purported to send it ... The most succinct way [to describe] a test key is that it is 
the electronic signature of the bank sending the message’ 

*° Standard Bank London Ltd. v. The Bank of Tokyo Ltd. [1995] 2 Lloyd’s Rep. 169; Industrial & Commercial 
Bank Ltd. v. Banco Ambrosiano Veneto SpA [2003] 1 SLR 221. 

*! While Waller J, in Standard Bank London Ltd. v. The Bank of Tokyo Ltd. [1995] 2 Lloyd’s Rep. 169, 
appeared to suggest that only actual knowledge by, or a lack of probity on behalf of, the beneficiary would 
preclude reliance on the security features associated with tested telexes, the Singapore Court of Appeal in 
Industrial & Commercial Bank Ltd. v. Banco Ambrosiano Veneto SpA [2003] 1 SLR 221 indicated that ‘know- 
ledge or notice of fraud’ might suffice. 

* Industrial & Commercial Bank Ltd. v. Banco Ambrosiano Veneto SpA [2003] 1 SLR 221. 

* Such an indemnity might potentially be justified on the basis that the advising bank is the issuing bank's 
agent (see Bank Melli Iran v. Barclays Bank (DCO) [1951] 2 Lloyd's Rep. 367) or on the basis that the UCP 500, 


Art. 7 or UCP 600, Art. 9 impose some responsibility for verifying the authenticity of the letter of credit on 
the advising bank. 
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payment instrument share the documentary letter of credit’s fundamental characteristic 
of being an abstract or autonomous undertaking. There is, however, an important distinc- 
tion. The documentary letter of credit constitutes a payment undertaking in that (like the 
‘independent payment undertaking’ or [PU commonly used for oil trades)" it constitutes 
an alternative means of performing the buyer's primary payment obligation under the 
sale contract (albeit that an IPU is issued by the buyer itself in favour of the seller’s bank, 
rather than being issued by the buyer's bank as in a documentary letter of credit). In con- 
trast, most other forms of autonomous payment undertaking (such as the standby letter 
of credit,” first-demand guarantee, and performance bond") constitute default undertak- 
ings,” which provide the beneficiary of that undertaking with a form of security against 
the non-performance of the underlying contractual obligations by entitling the beneficiary 
to seek payment from the bank under the default undertaking as an alternative to claim- 
ing damages for breach of the underlying contract from its counterparty. Accordingly, a 
default undertaking operates to fulfil a party’s secondary obligation to pay damages follow- 
ing a breach, whereas a payment undertaking operates in discharge of a party’s primary 
obligation to pay the price for goods. Whilst such default undertakings are commonly 
used in the construction industry or the insurance and reinsurance context,® they may 
also be used in the trade finance context to provide the buyer with protection against the 
sellers breach of the underlying sales agreement by failing, for example, to ship the goods 
or provide goods of the requisite quality. Although default undertakings are not subject 
to further detailed consideration in this chapter, it is important to realize that many of the 
principles relevant to documentary letters of credit have been developed in the context of 
decisions involving default payment undertakings. Whilst this was unproblematic when 
the courts considered that one type of autonomous payment undertaking was equivalent 
to any other,” there is an increasing judicial and academic”! recognition that, as differ- 
ent autonomous payment undertakings serve either a payment or security function, their 
legal treatment should not be identical.” In particular, the doctrines of strict compliance 
and autonomy (including relevant exceptions) do not apply to default undertakings and 
documentary letters of credit in the same way. Accordingly, it may nowadays be neces- 
sary to exercise a degree of caution over previous decisions drawing too close a parallel 


* See generally Totsa Total Oil Trading SA v. Bharat [2005] EWHC 1641 (Comm); Raiffeisen Zentralbank 
Österreich AG v. China Marine Bunker (Petrochina) Co Ltd. [2006] EWHC 212 (Comm). The absence of bank 
issuance for IPUs means that the counterparty may still run a significant risk of the buyer's insolvency, but the 
aim of the instrument is to provide a bank financing the transaction with the means of receiving directly the 
sums due from the buyer without any deduction being made in respect of breaches of the underlying sale con- 
tract. Accordingly, whilst an IPU resembles a documentary letter of credit (in that it constitutes the means of 
fulfilling the payment obligation), it also resembles a default undertaking by performing an essentially security 
function. 

8 Kotonou v. National Westminster Bank plc [2010] EWHC 1659 (Ch), [121]~[128]. 

8 Unlike a traditional guarantee, which involves a form of secondary liability, a performance bond gives 
rise to primary liability: see Marubeni Hong Kong and South China Ltd. v. Government of Mongolia [2005] 
EWCA Civ 395; Wuhan Guoyu Logistics Group Co Ltd. v. Emporiki Bank of Greece SA [2014] 1 Lloyd's Rep 273. 

87 The documentary requirements for default undertakings tend to be much lighter (in fact, sometimes 
totally non-existent) than those needed to operate a letter of credit. 

8 See, e.g., IE Contractors Ltd. v. Lloyds Bank plc. [1990] 2 Lloyd's Rep. 496. 

8 See, e.g., Sirius International Insurance Co (Publ) v. FAI General Insurance Ltd. [2004] 1 WLR 3251. 

% RD Harbottle (Mercantile) Ltd. v. National Westminster Bank Ltd. [1978] QB 146. Consider Simic v. New 
South Wales Land & Housing Corporation [2016] HCA 47. 

9% C. Debattista, ‘Performance Bonds and Letters of Credit: A Cracked Mirror Image’ [1997] JBL 289. 

2 Simic v. New South Wales Land & Housing Corporation [2016] HCA 47, [5]. 
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between the two forms of instrument and in future it will be important to avoid falling 
into the same trap. 

The second consideration is that, as documentary letters of credit are a paper-based 
means of effecting payment, their use is likely to diminish in the future in the same way 
(although not to the same extent) as cheques in the domestic context.” At present, there 
are three main electronic alternatives to the traditional documentary letter of credit. First, 
the International Chamber of Commerce has promulgated a set of standard-form terms 
that would govern the presentation of documents in an electronic (rather than documen- 
tary) form under a letter of credit.” Whilst this initiative has had some limited success in 
streamlining letters of credit, it is unlikely to trigger a wholesale move to electronic credits 
until greater use is made of electronic bills of lading, which have to date proved relatively 
unpopular. Secondly, as an alternative to the letters of credit (whether documentary or 
electronic), the parties to a sale contract may nowadays agree to effect payment by means 
of a ‘bank payment obligation’ or BPO.” This payment mechanism differs from the letter 
of credit as a result of the buyer’s and seller’s banks swapping electronic data rather than 
(paper or electronic) documents. Assuming that the underlying sale contract provides 
for a BPO to be used as payment, the buyer will send a ‘purchase order’ to the seller and 
request its own bank to issue a BPO on the terms of that purchase order to the seller's 
bank, which in turn informs the seller of the BPO’s issue and requests that the seller verify 
that the BPO and purchase order match. Once satisfied of the match, the seller ships the 
goods and provides the transport and invoice data to its own bank. This is relayed to the 
issuing bank via SWIFT,” which reconciles the shipping data with the data contained in 
the BPO and produces a report setting out the degree of compliance between the two. In 
the event of a match, the seller is informed by its bank that it will be paid at maturity; in the 
event of discrepancy, the buyer's bank will seek instructions from the buyer as to whether 
it is prepared to waive the discrepancies or not. As the BPO operates by matching data 
sets, in contrast to the letter of credit, the shipping documents themselves are sent directly 
to the buyer. Thirdly, trade finance is likely to prove fertile territory for the application 
of the ‘blockchain’ or ‘distributed ledger’ technology that underlies cryptocurrencies like 
Bitcoin,” since the different stages of the documentary presentation, bank examination, 
and payment processes can be registered in a secure manner on the ledger while being 
visible to all the participants in the particular transaction. 


(i) The nature, scope and application of the UCP regime 


Arguably, one of the key reasons for the success of the documentary letter of credit as a trade 
finance tool is the legal framework provided by the International Chamber of Commerce 
(ICC) since 1931, namely the ‘Uniform Customs and Practice for Documentary Credits’ 
or UCP.” This instrument aims to set out and harmonize the key principles (based upon 
the accepted core of international banking practice) that govern the issuance and oper- 
ation of documentary letters of credit. Despite not having the force of law on either an 
international or domestic plane, the harmonizing effect of the UCP regime has had a pro- 
found impact upon the development of letter of credit practice. Whilst earlier versions 


3 See further Ch. 13 earlier. * International Chamber of Commerce, The e-UCP, 2007 Revision (e-UCP). 

* International Chamber of Commerce, Uniform Rules for Bank Payment Obligations, 2013 Revision 
(BPO 750). 

*° SWIFT is an acronym for the Society for Worldwide Interbank Financial Telecommunication. 

” See further Ch. 13 earlier. 


*® On the development of the UCP, see E. P. Ellinger, ‘The Uniform Customs—their Nature and the 1983 
Revision’ [1984] LMCLQ 578. 
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of the principles (particularly UCP 500, which was promulgated in 1993) may still be used 
by traders in certain jurisdictions,” the latest (and widely used) version, UCP 600, was 
promulgated on 1 July 2007." This has been supplemented by the ‘e-UCP rules’ which are 
designed to accommodate the possibility of parties presenting documents under the credit 
electronically, and by ‘International Standard Banking Practice’ or ISBP 745,!"' which pur- 
ports to standardize the approach that banks take to checking documents presented under 
a documentary letter of credit. As the UCP regime is designed to introduce a large degree 
of uniformity, the ICC will issue opinions when there are divergences in national practices 
and has developed an arbitration service (DOCDEX) specializing in letter of credit dis- 
putes. Accordingly, the UCP requires an appropriately purposive construction that reflects 
‘the best practice and reasonable expectations of experienced market practitioners”? and 
is ‘in accordance with [the UCP’s} underlying aims and purpose reflecting international 
practice and the expectations of international bankers and international traders! On 
this basis, ‘[a] literalistic and national approach must be avoided: Furthermore, given 
the UCP’s international nature, the English courts have expressed caution about implying 
terms into that instrument with a view to supplementing its provisions,'® although the 
Singaporean courts have arguably demonstrated less resistance to such a step in respect of 
narrowly formulated issues. !% 

That said, there are a number of particularly important areas that are left untouched by 
the UCP regime, with the result that (rather than finding the solution in the text of the UCP 
itself) the relevant forum has to import and apply wholesale the domestic principles of the 
legal system identified by its choice of law rules in order to fill the gap. Those areas include 
the principles relating to the contractual validity of documentary letters of credit;'”” the 
interpretation of, and implication of terms into, such credits; the scope of, and exceptions 
to, the autonomy principle; the documentary and non-documentary rights of recourse 
between the parties to the documentary letter of credit; and the credit’s applicable law. 
In those areas that fall within the purview of the UCP regime, that instrument has never 
had the force of law (despite the UCP 600 referring to its principles as ‘rules’),'°* but only 


* Certainly, much of the litigation in recent years has continued to involve documentary letters of credit 
subject to UCP 500. 

1 For detailed consideration of the changes introduced by UCP 600 compared to UCP 500, see E. P. 
Ellinger, “The Uniform Customs and Practice for Documentary Credits (UCP): their Development and the 
Current Revisions’ [2007] LMCLQ 152; C. Debattista, “The New UCP 600—Changes to the Tender of the 
Seller's Shipping Documents under Letters of Credit’ [2007] JBL 329; J. Ulph, “The UCP 600: Documentary 
Credits in the 21st Century’ [2007] JBL 355. 

10 International Chamber of Commerce, International Standard Banking Practice, 2013 Revision, (ISPB 


102 Fortis Bank SA v. Indian Overseas Bank [2010] EWHC 84 (Comm), [43]. 

103 Fortis Bank SA v. Indian Overseas Bank [2011] EWCA Civ 58, [29]. Ace Se bid: 

105 In Fortis Bank SA v. Indian Overseas Bank [2010] EWHC 84 (Comm), [47], Hamblen J indicated that 
‘the court should be particularly wary of in effect implying terms into an international code’ and Thomas LJ 
([2011] EWCA Civ 58, [55]) stated ‘in my view there would be real difficulties in using a rule of national law as 
to the implication of terms (if distinct from a method of construction) to write an obligation into the UCP” For 
a similar reticence, see Deutsche Bank AG v. CIMB Bank Berhad [2017] EWHC 1264 (Comm). 

1% Grains and Industrial Products Trading Pte Ltd. v. Bank of India [2016] SGCA 32. The term implied into 
the documentary letter of credit in that case—to the effect that the nominated bank should forward docu- 
ments ‘promptly’ to the issuing bank following their receipt—was particularly narrow and arguably satisfied 
the ordinary test of strict necessity. 

107 For example, the rectification of documentary letters of credit is governed by domestic legal principles, 
rather than the UCP regime: see Simic v. New South Wales Land & Housing Corporation [2016] HCA 47. That 
said, the UCP does attempt to regulate issues of frustration and force majeure to some limited extent: see UCP 


500, Art. 17; UCP 600, Art. 36. 
108 UCP 600, Art. 1. Consider Simic v. New South Wales Land & Housing Corporation [2016] HCA 47. 
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has effect to the extent that the parties have incorporated its provisions into their letter of 
credit. Whilst an express incorporation clause has always sufficed for these purposes, the 
wording of the UCP 500 left open the possibility that its provisions might be incorporated 
into a letter of credit by a previous course of dealing or even implied on the basis that the 
UCP regime constituted an international banking custom.''" Such arguments are likely to 
prove much more difficult under the UCP 600, which only applies ‘when the text of the 
credit expressly indicates that it is subject to these rules." 

Given that the operation of the UCP regime effectively depends upon the parties con- 
sent, they are free to choose the version that applies to their letter of credit (even if it 
pre-dates the latest version in UCP 600) and to exclude (or cherry-pick) those parts of the 
UCP that they wish not to govern the credit (or to apply to their dealings).''* Both UCP 
500 and UCP 600 provide, however, that the exclusion of any part of that regime by a let- 
ter of credit must be express.''* That said, both the English and Singaporean courts appear 
to have overlooked (or ignored) this requirement and allowed parts of the UCP to be 
excluded implicitly on the basis that there is some ‘irreconcilable inconsistency between 
the terms of the letter of credit and the particular version of the UCP.'"* The displacement 
of UCP provisions by virtue of inconsistent provisions in the letter of credit could be jus- 
tified (at least in terms of English domestic law) on the basis that terms incorporated by 
reference into a contract (namely, the UCP’s provisions) must give way to any contrary 
terms expressly agreed between the parties (namely, the letter of credit’s provisions).''’ On 
an international level, however, there are difficulties with this approach,''* not least the fact 
that it is unclear whether the ICC would endorse this judicial approach, especially when it 
has been used to undermine the ICC’s clear policy decisions in other areas." 

A further variation on this theme (which remains to be authoritatively resolved) is 
whether the UCP regime only applies to documentary letters of credit issued by banks, 
but not to credits issued by non-bank entities. Certainly, both the UCP 500 and UCP 
600 expressly define a ‘documentary credit’ and a ‘credit’ respectively as an arrangement 
involving an undertaking by a ‘bank’''* (without providing any definition of that concept), 
yet there are other types of commercial and financial institution (such as insurance com- 
panies or non-bank financial institutions) that may issue such instruments. Whilst, in the 
context of default undertakings, the non-bank nature of an issuer has impacted upon the 
classification and operation of particular instruments," limiting the UCP regime to bank- 
issued letters of credit would not only undermine its harmonizing nature, but also make its 
scope uncertain given the challenges of satisfactorily defining what constitutes a ‘bank! 


1 UCP 500, Art. 1; UCP 600, Art. 1. 

"H? UCP 500, Art. 1: “The [UCP 500] shall apply to all Documentary Credits ... where they are incorporated 
into the text of the Credit’ 

11 UCP 600, Art. 1 (emphasis added). 

12 Taurus Petroleum Ltd. v. State Oil Marketing Company of the Ministry of Oil, Republic of Iraq [2017] 
UKSC 64, [61]. 

"3 UCP 500, Art. 1; UCP 600, Art. 1. 

14 Forestal Mimosa Ltd. v. Oriental Credit Ltd. [1986] 1 WLR 631, 639; Kumagai-Zenecon Construction Pte 
Ltd. v. Arab Bank plc {1997} 3 SLR 770, (23}-(29]; Korea Exchange Bank v Standard Chartered Bank [2006] 1 
SLR 565, [33]-[37]. 

"5 Royal Bank of Scotland plc. v. Cassa di Risparmio delle Provincie Lombarde [1992] 1 Bank LR 251. 

16 A, Malek and D. Quest, Jack: Documentary Credits (4th edn., London, Tottel Publishing, 2009) , [8.18]. 

07 Consider Korea Exchange Bank v. Standard Chartered Bank [2006] 1 SLR 565, where the notion of an 
‘irreconcilable inconsistency’ between the UCP and a particular credit operated to undermine the ICC’s clear 
policy of examining banks ignoring non-documentary conditions in credits: see International Chamber of 
Commerce, Position Paper No. 3: Non-Documentary Conditions (1 September 1994). 

48 UCP 500, Art. 2; UCP 600, Art. 2. 

"> Marubeni Hong Kong and South China Ltd. v. Government of Mongolia [2005] 1 WLR 2497, [20]-[34]. 

12 For the common law position, consider United Dominions Trust Ltd. v. Kirkwood [1966] 2 QB 431. 
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(ii) Classification of letters of credit 


Putting aside the distinction considered previously between electronic and documentary 
letters of credit, which turns upon whether the credit envisages the presentation of docu- 
ments in paper or electronic form, it is possible to classify (and accordingly distinguish 
between) letters of credit in a number of ways. Adopting a functional approach, it is pos- 
sible to distinguish between the documentary and the standby letter of credit. As consid- 
ered earlier, the purpose of these two instruments differs markedly: a standby letter of 
credit constitutes a default undertaking, which operates as a form of security for perform- 
ance of the underlying transaction, whereas a documentary letter of credit is a payment 
undertaking that operates as substitute performance for the payment obligation in the 
underlying contract. The reason for the similar nomenclature, however, arose out of the 
desire of banking entities in the United States to sidestep the regulatory restrictions upon 
banks guaranteeing each other's liabilities, since these restrictions did not apply to instru- 
ments issued as ‘letters of credit. The historical background to standby letters of credit also 
explains why it remains possible to issue such instruments subject to the UCP regime,” 
despite their functional differences from documentary letters of credit. That said, the 
functional differences are increasingly being recognized not only in the way domestic law 
principles apply to the two types of letter of credit, but also in the fact that the ICC has 
promulgated a distinct set of standardized terms applicable to standby letters of credit 
alone.'” 

As well as distinguishing between letters of credit functionally, it is also possible to 
classify them according to the nature or type of payment undertaking that the issuing 
and other banks undertake. First, under previous iterations of the UCP, it was possible 
to issue a letter of credit as being either revocable or irrevocable,'* although the letter 
of credit had to stipulate clearly whether it could be revoked'* and, in the absence of 
such an indication, the letter of credit was deemed to be irrevocable.’ This position was 
consistent with the common law approach” and has been strengthened in more recent 
times, given that it no longer appears possible to issue a revocable credit subject to UCP 
600, which define a ‘credit’ as an ‘irrevocable arrangement and a ‘definite undertaking’! 
This development makes commercial sense: a revocable credit provides little security to 
the beneficiary as it may be revoked at any time’” and without any prior notice to other 
parties.’ Accordingly, whilst the distinction between revocable and irrevocable letters of 
credit continues to exist today, revocable credits would have to be issued subject to UCP 
500 or earlier versions. 

Secondly, a documentary letter of credit may be confirmed or unconfirmed. Many letters 
of credit will involve the issuing bank engaging a correspondent bank in the beneficiary's 


21 UCP 500, Art. 1; UCP 600, Art. 1. 

22 Kotonou v. National Westminster Bank plc. [2010] EWHC 1659 (Ch), [121]-[128]. 

23 International Chamber of Commerce, International Standby Practices, 1998 Revision (ISP 98). 

4 UCP 500, Art. 6(a). 125 UCP 500, Art. 6(b). 12 UCP 500, Art. 6(c); UCP 600, Art. 3. 

127 At common law, the courts were prepared to imply a term into letters of credit that the bank’s payment 
undertaking was irrevocable in the absence of a clear indication to the contrary: see International Banking 
Corp. v. Barclays Bank Ltd. [1925] 5 LDAB 1. 

TU GRIOOON ATL 2: 29 UCP 500, Art. 8(a). 

130 Cape Asbestos Co Ltd. v. Lloyds Bank Ltd. [1921] WN 274. The only restriction upon the issuing bank’s 
freedom to revoke a revocable letter of credit arose in circumstances where a correspondent bank had already 
paid, accepted, or negotiated drafts, or incurred a deferred payment obligation under that credit: see UCP 500, 


Art. 8(b). 
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country, although such a bank may operate as either an advising bank,’ a nominated 
bank,' or a confirming bank. In the last case, the issuing bank (acting upon the applicant's 
instructions) will request the correspondent bank to add to the letter of credit its con- 
firmation, which amounts to an undertaking by the confirming bank (separate, distinct, 
and additional to that of the issuing bank) to honour that credit according to its terms.'*’ 
Accordingly, whilst acting as agent vis-a-vis the issuing bank, the confirming bank also 
acts as principal vis-à-vis the beneficiary, who accordingly has a non-recourse source of 
payment in his or her own jurisdiction.'™ A variation on this theme arises in the context 
of a ‘silent confirmation, which involves the beneficiary (rather than the issuing bank) 
requesting a bank in its jurisdiction to add its confirmation to the letter of credit. This is 
most likely to occur when the buyer/applicant is not willing to agree to (and pay for) a 
confirmed letter of credit. A ‘silent confirmation’ is effectively an independent undertak- 
ing operating outside the letter of credit structure," but should only be employed when 
the bank providing the ‘silent confirmation’ is also a nominated bank under the letter of 
credit," otherwise it risks not being reimbursed. 

Thirdly, a letter of credit may provide the beneficiary with a revolving or fixed facility. 
Pursuant to a fixed letter of credit, the beneficiary is entitled to draw for a designated sum, 
whereas a revolving letter of credit simply imposes a ceiling up to which the beneficiary 
may draw down funds representing payment for shipped goods. The parties to the under- 
lying sale transaction will have to stipulate carefully for the basis upon which the credit 
will revolve, whether every time a shipment is complete or every time a particular period 
of time elapses.’*” 

Fourthly, a documentary letter of credit may be transferable, non-transferable, or back- 
to-back. A letter of credit will only be considered transferable, however, if its terms spe- 
cifically provide for such transfer.'** In that regard, UCP 500 required the credit actually 
to use the term ‘transferable’ and provided that synonyms (such as ‘divisible, fraction- 
able, ‘assignable; or ‘transmissible’) were insufficiently unequivocal to make the letter 
of credit transferable.’ Although UCP 600 appears on its face to be less prescriptive in 
this regard, for the avoidance of doubt it remains advisable to follow the approach of the 
UCP 500. The principal advantage of designating a letter of credit as transferable is that 
it enables a seller/beneficiary to cede part of the credit to his own supplier and accord- 
ingly to use the credit to finance his own acquisition of the relevant goods whilst keeping 
the details of that acquisition confidential from those on-purchasing the goods. The 
mechanics of the transfer process will be considered later.'*' As an alternative to making a 
letter of credit transferable, the beneficiary of a documentary letter of credit may arrange 


"I "The role of the advising bank is to advise the beneficiary that a documentary letter of credit has been 
opened in its favour without assuming any obligation to check the documents presented by the beneficiary or 
to pay the beneficiary, assuming that those documents conform: see UCP 500, Art. 7; UCP 600, Art. 10. 

'% ‘The nominated bank acts as the issuing bank's agent (see Grains and Industrial Products Trading Pte Ltd. 
v. Bank of India [2016] 3 SLR 1308, [69]-{75]) and is authorized, but not obliged, to pay the beneficiary against 
conforming documents: see UCP 500, Art. 10; UCP 600, Art. 12. 

" UCP 500, Art. 9; UCP 600, Art. 8. 

4 Wahbe Tamari & Sons v. Colprogeca [1969] 2 Lloyd’s Rep. 18. 

'S Consider Dibrell Bros. International SA v. Banca Nazionale de Lavoro, 38 F. 3d 1571 (11th Cir., 1995). 

6 UCP 500, Art. 10(b)-(d); UCP 600, Art. 12(a). 

7 Consider UCP 500, Art. 41; UCP 600, Art. 32. 

38 UCP 500, Art. 48(b); UCP 600, Art. 38(b). 

' UCP 500, Art. 48(b). If such synonyms are used, they will be ignored and the documentary letter of 
credit will be considered non-transferable. 

"2 Jackson v. Royal Bank of Scotland [2005] 1 Lloyd’s Rep. 366. 

'" See generally UCP 500, Art. 48; UCP 600, Art. 38. 
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a ‘back-to-back’ credit by requesting a bank (usually the correspondent bank under the 
original credit) to issue an entirely new letter of credit in favour of his own supplier upon 
the security of the original letter of credit. The ‘back-to-back’ credit will be issued on the 
same terms as the original credit, but its disadvantage is that, as a ‘back-to-back’ credit 
is an entirely separate credit, rather than a cession of the original credit, the links in the 
financing chain are not so tightly integrated with the consequently greater risk that a link 
in that chain may fail.'™ A variation on this theme is for the beneficiary to use the original 
letter of credit as a ‘counter’ with his own bank, which will then issue a letter of credit 
(termed a ‘counter credit’) back-to-back with the original credit. 

Fifthly, a letter of credit may be a ‘red clause’ or ‘green clause’ credit or contain no such 
clause at all. A ‘red clause’ letter of credit takes its name from a clause printed in red ink 
on the face of the instrument, which entitles the seller/beneficiary to draw upon part of 
the letter of credit before the goods have been shipped and accordingly before the seller is 
able to provide the issuing or confirming banks or the buyer/applicant with the security 
of a transport document. Given the potential for abuse, the seller/beneficiary under a ‘red 
clause’ credit will often be required to provide security or deposit something representing 
the goods with the bank (such as a warehouseman’ receipts). As these safeguards do not 
prevent the seller obtaining access to the goods and fraudulently redirecting them, the 
parties may opt for a ‘green clause’ letter of credit, which still provides the beneficiary with 
pre-shipment finance, but on condition that the relevant goods are stored in the name of 
the issuing or confirming bank, rather than that of the beneficiary himself. The signifi- 
cance of such clausing may, however, be reduced in future given that there are nowadays 
other means (such as the ‘bank payment obligation’) of providing the beneficiary with 
pre-export finance. 

Sixthly, it is possible for a documentary letter of credit to be a straight or negotiation 
credit. Under a straight letter of credit, the issuing and confirming banks’ undertakings are 
directed to the original beneficiary alone, whereas those undertakings in a negotiation let- 
ter of credit are also directed to third parties (usually a bank) who ‘negotiates’ or purchases 
the shipping documents from the beneficiary. The principal advantage of a negotiation 
credit is that it enables the seller/beneficiary to receive (discounted) payment immediately, 
whilst still granting the buyer/applicant the agreed period of credit. As courts will usually 
lean against treating a letter of credit as permitting negotiation in cases of ambiguity, they 
will insist on a clear undertaking by the issuing/confirming banks to third party negoti- 
ators:'** a negotiation credit will usually contain a standard-form provision,’ whereby the 
issuing and confirming banks make a standing offer to extend their payment undertakings 
to anyone who ‘negotiates’ or purchases the documents.’ The relevant third party bank 
accepts that offer by giving value for the shipping documents. The issuing/confirming 
banks’ offer may be limited to particular third party banks or may be an offer to the world 
if the credit is ‘freely negotiable’ or ‘freely available:'”’ It is important to stress, however, 
that this seemingly innocuous issue as to whether a letter of credit is straight or permits 


12 PT Adaro Indonesia v. Rabobank [2002] 2 SLR 79. 

19 Cf., e.g., Cruickshank v. Westpac Banking Corp. [1989] 1 NZLR 114; Sinotani Pacific Pte Ltd. v. Agricultural 
Bank of China [1999] 4 SLR 34. 

144 The letter of credit must usually contain a variation on the following clause: ‘we hereby agree with the 
drawers, indorsers and bona fide holders of bills drawn and negotiated in compliance with the terms of this 
credit that said bills will be duly honoured on presentation at our counter. 

“5 The presence or otherwise of a bill of exchange (or draft) amongst the documents to be presented has 
not necessarily been fatal to the classification of a particular credit one way or the other: see Credit Agricole 
Indosuez v. Banque Nationale de Paris [2001] 2 SLR 1. 

46 UCP 500, Art. 10(b). 147 UCP 600, Art. 6(a). 
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negotiation can have important practical consequences in terms of identifying the proper 
place for documentary presentation," the letter of credit’s applicable law,'™ or the effect of 
fraud on a bank's right of reimbursement from its instructing party.’ Assuming that the 
credit permits negotiation, the negotiating bank will for all intents and purposes step into 
the shoes of the beneficiary, whilst retaining any rights of recourse against him. 

Lastly, and possibly most importantly, it is possible to classify letters of credit accord- 
ing to the nature of the obligation undertaken by the issuing and/or confirming bank. 
Under the UCP 500, a letter of credit could involve an undertaking by the issuing and 
confirming bank either to pay upon sight of the shipping documents (termed a ‘sight pay- 
ment credit’),'*! to pay after a specified period has elapsed since the sight of the shipping 
documents (termed a ‘deferred payment credit’),'’” to accept a bill of exchange or draft 
drawn upon that bank (termed an ‘acceptance credit)" or to pay without recourse a bill 
of exchange or draft drawn upon another (termed a ‘credit available by negotiation’).'™ 
The UCP 600 has, however, adopted a more nuanced approach by distinguishing between 
the undertakings of the issuing bank (which may pay at sight, incur a deferred payment 
undertaking or accept drafts)'*° and those of the confirming bank (which may also negoti- 
ate documents).'** Determining the type of credit in a particular case is, however, less than 
straightforward: whilst the UCP has long required that documentary letters of credit stipu- 
late clearly the manner in which they are to be accomplished,’ such clarity of drafting is 
not always achieved in practice,'* so that the classification of the letter of credit depends 
upon a process of interpretation. Despite the move towards a more contextual approach 
to contractual interpretation generally,'” there is an increasing recognition that standard- 
form contracts involving third-party or market reliance require a more literal approach.'” 
Documentary letters of credit are just such a contract.'*' In that regard, it was tradition- 
ally thought that the presence of a bill of exchange (or draft) amongst the documents to 
be presented was a reliable guide as to whether the credit was available by acceptance or 
negotiation,’ but judicial authority now exists to the contrary.'*? Nevertheless, a court 
may be prepared to venture beyond the documentary letter of credit’s four corners in cases 
of genuine ambiguity’ or when something has clearly gone wrong with the language.'” 


ʻ"! European Asian Bank AG v. Punjab and Sind Bank (No. 2) [1983] 1 WLR 642; Cruickshank v. Westpac 
Banking Corp. [1989] 1 NZLR 114. 

1 Sinotani Pacific Pte Ltd. v. Agricultural Bank of China [1999] 4 SLR 34. 

150 Credit Agricole Indosuez v. Banque Nationale de Paris [2001] 2 SLR 1. 151 UCP 500, Art. 9(i). 

'S2 UCP 500, Art. 9(ii). 

3 Compare Section II.A earlier. An acceptance credit may also oblige the issuing or confirming bank to 
accept a bill of exchange or draft that is drawn on another bank, if that bank does not accept the instrument: 
see UCP 500, Art. 9(iii)(b). 

4 UCP 500, Art. 9(iv). WEP 6008Art Z. 16 UCP 600, Art. 8. 

157 UCP 500, Art. 10(a); UCP 600, Art. 6(b). 

E See, e.g., Credit Agricole Indosuez v. Banque Nationale de Paris [2001] 2 SLR 1. 

™ Consider Investors Compensation Scheme Ltd. v. West Bromwich BS [1998] 1 WLR 896. 

' Consider Wood v. Capita Insurance Services Ltd. [2017] UKSC 24. 

Consider Taurus Petroleum Ltd. v. State Oil Marketing Co of the Ministry of Oil, Republic of Iraq [2017] 
UKSC 64; Simic v. New South Wales Land & Housing Corporation [2016] HCA 47. 

' A. Malek and D. Quest, Jack: Documentary Credits (4th edn., London, Tottel Publishing, 2009), 
[2.18]-(2.24]. 

‘> Consider Credit Agricole Indosuez v. Banque Nationale de Paris [2001] 2 SLR 1, where the letter of credit 
was classified as a straight deferred payment credit despite one of the documents in question being a bill of 
exchange or draft. 

'* Korea Exchange Bank v. Standard Chartered Bank [2006] 1 SLR 565. 

16 Chartbrook Ltd. v. Persimmon Homes Ltd. [2009] 1 AC 1101. 
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(iii) The documentary letter of credit’s ‘contractual matrix’ 


As considered previously, in United City Merchants (Investments) Ltd v. Royal Bank of 
Canada," Lord Diplock conceptualized a documentary letter of credit as a matrix of autono- 
mous though interconnected contractual relationships. As each relationship is independent 
of the others, this section examines each individually and in turn. 


Relationship between buyer/applicant and seller/beneficiary 


The first contractual relationship is the underlying contract for the international sale of 
goods between the seller/beneficiary and the buyer/applicant. Whilst this relationship can 
give rise to a range of complex issues, this section focuses solely on the arrangements made 
in the underlying sale contract for payment to be effected by documentary letter of credit. 
Clearly, if the seller requires payment by letter of credit, it should ensure that a stipulation 
to that effect is included in the underlying sale contract, albeit that, if payment is made by 
letter of credit without a stipulation to that effect, it is still likely to discharge the buyer's 
payment obligation.'* Where the underlying contract of sale does stipulate for payment by 
documentary letter of credit, the buyer will have to apply to a bank for the issuing of a letter 
of credit on the sale contract’s terms to avoid being in breach of that contract. Where the 
sale contract is, however, silent as to some aspect of the required letter of credit, the courts 
may be prepared to imply certain requirements into the sale contract: whilst the English 
courts have been prepared to imply a requirement that the stipulated letter of credit should 
be irrevocable,'™ it is much less likely that the courts would imply a requirement that 
a letter of credit be confirmed, given that such a credit usually requires the payment of 
additional bank fees. If the parties leave too much unexpressed in the underlying sale 
contract about the letter of credits requirements, there is always the risk that that contract 
might be held void for incompleteness,'’ although a court will strive to avoid this con- 
clusion whether at common law’! or under the Vienna Convention on the International 
Sale of Goods.'~ Whilst the English courts have stopped short of giving the underlying 
sale contract the necessary completeness by imposing a duty upon the buyer and seller 


'6 United City Merchants (Investments) Ltd. v. Royal Bank of Canada [1983] 1 AC 168, 182-3. 

‘67 Despite the English domestic law principle that, in the absence of a stipulation to the contrary, pay- 
ment is only effective if made in legal tender or cash (see Finch v. Brook (1834) 1 Bing NC 253), courts both 
in England and abroad have moved away from this principle by accepting that payment by any means that is 
equivalent to cash will suffice (see The Brimnes [1975] QB 929; Otago Station Estates Ltd. v. Parker [2005] 2 
NZLR 734 (bank cheque); Rick Dees Ltd. v. Larsen [2007] NZSC 39 (electronic fund transfer)). A letter of credit 
may well be considered equivalent to these other forms of payment. When the United Nations Convention on 
Contracts for the International Sale of Goods, Vienna, 11 April 1980, UN Doc A/CONF.97/19, 1489 UNTS 3 
(CISG) applies, the solution to this type of problem would be found within the Convention itself (see CISG, 
Art. 7) and a court will seek to fill any gaps with respect to payment by reference to any usages in the particular 
trade, which may well include payment by letter of credit (see CISG, Art. 9(2)). 

68 Giddens v. Anglo-African Produce Co. Ltd. (1923) 14 LI L Rep 230. Such an implication would be entirely 
consistent with the current move away from revocable letters of credit and towards solely irrevocable credits: 
see UCP 600, Art. 2. 

16° A’ Malek and D. Quest, Jack: Documentary Credits (4th edn., London, Tottel Publishing, 2009), 
[3.8]-[3.10]. 

17 Schijveschuurder v. Canon (Export) Ltd. [1952] 2 Lloyd's Rep. 196. 

171 Consider, in a different context, Scammell e Nephew Ltd. v. Ousten [1941] AC 251, in which the House 
of Lord indicated: ‘in commercial documents connected with dealings in a trade with which the parties are 
perfectly familiar the court is very willing, if satisfied that the parties thought they had made a binding con- 
tract, to imply terms and in particular terms as to the method of carrying out the contract which it would be 
impossible to supply in other kinds of contract. 
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to cooperate in settling the terms of the credit,” the English courts have used the terms 
of any subsequently issued letter of credit as a basis for supplementing or amending the 
terms of the underlying sale contract with respect to the requirements for payment.’ 

There are three particular issues that have arisen in relation to the underlying sale con- 
tract providing for payment by documentary letter of credit. The first issue concerns the 
date by which the buyer/applicant must ensure that a conforming letter of credit is in place 
for the seller/beneficiary. If the sale contract stipulates a specific date by which the letter 
of credit must be opened, then the buyer/applicant must comply with that date, or, if the 
sale contract provides that the letter of credit must be opened ‘immediately, this has been 
interpreted as meaning that ‘the buyer must have such time as is needed by a person of rea- 
sonable diligence to get that credit established?" If the sale contract is silent in this regard, 
the courts have been prepared to imply the requisite time-frame: as regards both cif and 
fob!” sale contracts,'”* the better view is that the letter of credit must have been opened by 
the first day of the relevant shipment period (although, with respect to cif contracts, there 
is also contrary authority suggesting that the buyer should not be permitted to delay open- 
ing the credit to the very last moment, but must do so a reasonable time before the first 
shipment date).'” In this regard, the English courts have generally considered the opening 
of the stipulated letter of credit to be a condition precedent to the seller/beneficiary’s obli- 
gation to ship the relevant goods'® (more unusually to the existence of the sale contract 
itself),!*' so that the seller/beneficiary need not perform its primary shipping obligation 
until it has first received the buyer/applicant’s counter-performance as regards payment. 
Moreover, the buyer’s failure to issue the letter of credit in time may provide the seller with 
grounds for terminating the underlying sale contract'** and for claiming damages, which 
may not necessarily be limited by the default ‘market price’ principle,'* but may include an 
element representing the seller’s loss of profit on associated transactions.'™ 

The second issue concerns the situation in which the terms of the letter of credit, as 
issued, are inconsistent with the requirements of the underlying sale contract, whether this 


13 Siporex Trade SA v. Banque Indosuez [1986] 2 Lloyd’s Rep. 146. It is not clear whether CISG, Art. 7(1) 
would necessarily lead to the same result given its recognition of an obligation upon the parties to the sale con- 
tract to deal with each other in good faith. 

174 Soproma SpA v. Marine and Animal By-products Corp [1966] 1 Lloyd’s Rep. 367; Ficom SA v. Sociedad 
Cadex Ltda [1980] 2 Lloyd’s Rep. 118; Shamsher Jute Mills Ltd. v. Sethia (London) Ltd. [1987] 1 Lloyd’s Rep. 388. 
Consider also CISG, Art. 29(1); cf. CISG, Art. 18(1). 

175 Etablissements Chainbaux Sarl v. Harbormaster Ltd. [1955] 1 Lloyd’s Rep. 303. In that case, Devlin J 
concluded that a buyer will still be treated as having acted within a ‘reasonable time’ as long as any delay ‘is 
attributable to causes beyond his control, and he has neither acted negligently nor unreasonably’ 

6 Pavia & Co SpA v. Thurmann-Nielsen [1952] 2 QB 84. 

17 Tan Stach Ltd. v. Baker Bosley Ltd. [1958] 2 QB 130; Glencore Grain Rotterdam BV v. LORICO [1997] 2 
Lloyd's Rep. 386. 

V: Although the position under CISG is less clear, it is submitted that the same rule ought to apply regard- 
less of the terms upon which the underlying sale contract is concluded. 

'® Plasticmoda SpA v. Davidsons (Manchester) Ltd. [1952] 1 Lloyd’s Rep. 527; Sinason-Teichner Inter- 
American Grain Corp. v. Oilcakes and Oilseeds Trading Co. Ltd. [1954] 2 Lloyd’s Rep. 327. 

'®° Trans Trust Sprl v. Danubian Trading Co. Ltd. [1952] 2 QB 297; Kronos Worldwide Ltd. v. Sempra Oil 
Trading Sarl [2004] EWCA Civ 3. 

81 Consider M. Clarke, ‘Bankers’ Commercial Credits Among the High Trees’ [1974] CL] 260. 

= Alternatively, failure to open the stipulated letter of credit may constitute a fundamental breach of the 
underlying sale contract for the purposes of CISG, Art. 25: see Magellan International Corp. v. Salzgitter Handel 
GmbH (No. 99 C 5153), US District Court for the Northern District of Illinois, Eastern Division (Dec 7 1999); 
Downs Investment Pty Ltd. v. Perwaja Steel Sdn Bhd [2000] QSC 421. 

183 Sale of Goods Act 1979, s. 51(3). 

'** Trans Trust Sprl v. Danubian Trading Co. Ltd. [1952] 2 QB 297. 
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is because the credit is issued late" or without being confirmed.'* Whilst, as indicated 
above, this would constitute a breach of the sale contract giving rise to the usual remedies, 
the question has arisen as to the legal position if the seller does not object to the credit’s non- 
conformity, but nevertheless presses ahead with shipment. In such circumstances, it would 
appear that the seller/beneficiary may be precluded from subsequently relying upon the 
buyer/applicant's breach whether by virtue of the seller’s conduct amounting to a variation 
of the sale contract’? or a waiver of his rights'** (although an English court may nowadays 
prefer to view the issue through the lens of promissory estoppel, rather than adopting an 
analysis based upon common law waiver).' Whilst the Court of Appeal in WJ Alan & Co 
Ltd. v. El Nasr Export and Import Co.™ appeared simply to conflate contractual variation, 
common law waiver, and promissory estoppel in this context,” the reality is that each doc- 
trine has different requirements (such as variation requiring consideration, but an estoppel 
only requiring induced reliance)? and different consequences (as a result of a variation 
extinguishing rights, where as an estoppel generally only suspends contractual rights). 
Accordingly, it is essential to determine which doctrine is applicable in the circumstances. 

The third issue concerns the impact of a conforming letter of credit (whether origin- 
ally so, or only so by virtue of the operation of variation, waiver, or estoppel principles) 
upon the buyers payment obligation in the underlying sale contract. Whilst there can 
be little doubt that actual payment under a documentary letter of credit discharges the 
buyer's obligations (assuming the payment is authorized’ and is made in the correct 
form,'”’ to the right person,'” by the relevant date, and for the right amount),'” there 
was originally less certainty as to whether the initial issuing of the credit itself consti- 
tuted absolute or conditional payment to the seller/beneficiary. In the first scenario, the 
issuing of the documentary letter of credit discharges the buyer’s payment obligations in 
the underlying contract irrespective of whether that credit actually results in payment 
to the seller/beneficiary or not; in the second scenario, the buyer’s obligation to pay is 
only discharged to the extent that the letter of credit results in the seller/beneficiary being 
paid the price for the goods supplied and, to the extent that it does not, the seller retains 
his right in the underlying sale contract to sue the buyer for the price or damages. By 
analogy with payment by cheque, the English courts’ consistent position has been to 
treat the issuing of a documentary letter of credit (unless there is clear evidence of a con- 
trary intention) as merely conditional payment, so that the seller/beneficiary may still 
proceed against the buyer/applicant in the event that the letter of credit fails to produce 


185 Etablissements Chainbaux Sarl v. Harbormaster Ltd [1955] 1 Lloyd's Rep. 303. 

186 Panoutsos v. Raymond Hadley Corp. of New York [1960] 2 Lloyd's Rep. 340. 

187 WJ Alan & Co Ltd. v. El Nasr Export and Import Co. [1972] 2 QB 189; Ficom SA v. Sociedad Cadex Ltda 
[1980] 2 Lloyd’s Rep. 118. 

188 Panoutsos v. Raymond Hadley Corp. of New York [1960] 2 Lloyd’s Rep. 340. 

189 Enrico Furst & Co. v. WE Fischer Ltd. [1960] 2 Lloyd’s Rep. 340. It is unclear what role there might be for 
waiver- and estoppel-based reasoning in the light of CISG, Art. 26. 

19 WJ Alan & Co Ltd v. El Nasr Export and Import Co. [1972] 2 QB 189. 

191 Consider M. Clarke, ‘Bankers’ Commercial Credits Among the High Trees’ [1974] CL] 260. 

12 Consider Combe v. Combe [1951] 2 KB 215. 

193 Consider M. Clarke, ‘Bankers’ Commercial Credits Among the High Trees’ [1974] CL] 260. 

1% Consider Crantrave Ltd. v. Lloyds Bank pic. [2001] BPIR 57. 

15 Ordinarily, payment should be made in legal tender: see Gordon v. Strange (1847) 1 Exch 477; Child 
Maintenance and Enforcement Commission v. Wilson [2013] CSIH 95, [12]. 

1% There may be an issue with the identity of the payee when there has been an assignment. Although a 
legal assignment requires the giving of notice in writing to the debtor (see Law of Property Act 1925, s. 136(1)), 
this is not necessarily the case with an equitable assignment. 

197 As a general rule, payment of a lesser sum will not discharge a debt (see Foakes v. Beer (1884) 9 App 
Cas 605), although this conclusion may be undermined by the operation of promissory estoppel (see MWB 
Business Exchange Centres Ltd. v. Rock Advertising Ltd. [2016] EWCA Civ 553). 
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payment.’ Whilst this would certainly be the most favourable legal position from the 
seller/beneficiary’s perspective, its correctness has been doubted in Australia: in Saffron 
v. Société Minière Cafrika,'”’ the High Court of Australia indicated that, in relation to an 
irrevocable, confirmed letter of credit, it ‘might perhaps not unreasonably be regarded as 
a stipulation for the liability of the confirming bank in place of that of the buyer, although 
the position was left open in respect of an unconfirmed, irrevocable credit. Whilst this 
dictum has generally been dismissed as incorrect, it should be recalled that the English 
position crystallized before the recognition that other payment systems involving bank 
intermediation (such as credit cards” and CHAPS transfers)” would constitute absolute, 
rather than conditional, payment. Indeed, given that the buyer/applicant will usually pay 
a fee for the documentary letter of credit and that the most likely reason for the credit not 
producing payment is the beneficiary presenting fraudulent, forged, or discrepant docu- 
ments, it may not be unreasonable for the beneficiary to look to the issuing and confirm- 
ing banks rather than the buyer/applicant for payment. Indeed, it is only really in the (still 
unlikely)” context of a bank insolvency that it will be necessary to determine whether 
the seller/beneficiary has any residual claim under the sale contract against the buyer/ 
applicant. Accordingly, the English position, whilst judicially settled at present, may still 
require reconsideration in the future. 


Relationship between buyer/applicant and the issuing bank 


In order to open a documentary letter of credit, the buyer must first apply to the intended 
issuing bank (frequently the bank with which the buyer/applicant already has a pre-exist- 
ing bank-customer/account relationship) on its standard-form application designed for 
that purpose. This application form will set out the express terms of the buyer/applicant- 
issuing bank relationship, including the fees for which the former is responsible," and 
will require the applicant to state clearly both the nature of the letter of credit that the 
bank must issue in favour of the beneficiary and the documents that the seller/beneficiary 
must ultimately present in order to receive payment.” These express terms may well be 
supplemented by other express arrangements (such as requiring the applicant to pre-pay 
or provide security in order to protect the bank from the applicant's failure to provide 
reimbursement); by the provisions of the UCP (although the UCP 600 adopts a far lighter- 
touch approach to regulating the buyer/applicant-issuing bank relationship than the UCP 
500); and by the ordinary incidents of the bank-customer relationship (at least when there 
is a pre-existing account relationship between the parties).”” 

In this regard, there are three key consequences that flow trom viewing the buyer/appli- 
cant-issuing bank relationship through the lens of bank—customer principles. First, as with 


E Trans Trust Sprl v. Danubian Trading Co. Ltd. {1952] 2 QB 297; WJ Alan & Co. Ltd. v. El Nasr Export and 
Import Co. [1972] 2 QB 189; Maran Road Saw Mill v. Austin Taylor & Co. Ltd. [1975] 1 Lloyd’s Rep. 156; ED&F 
Man Ltd. v. Nigerian Sweets and Confectionery Co. Ltd. [1977] 2 Lloyd’s Rep. 50. 

9 Saffron v. Société Minière Cafrika (1958) 100 CLR 231. 

200 Re Charge Card Services Ltd. [1989] Ch 497. 

21 Tayeb v. HSBC Bank plc. [2004] EWHC 1529 (Comm). 

*? Whilst the Global Financial Crisis certainly highlighted that bank insolvencies are far from impossible, 
the regulatory framework that has developed over the last decade is still likely to mean that bank insolvent 
liquidations are unusual. 

03 UCP 500, Art. 18(c); UCP 600, Art. 37(c). 0 UCP 500, Art. 5(b). 

= Unfortunately, despite the fact that the buyer/applicant and the issuing bank will frequently be in the 
same jurisdiction and have a pre-existing banking relationship, the English courts have been slow to subject 
that relationship, as far as it concerns the issuing of a documentary letter of credit, to the ordinary principles 
of domestic banking law, but instead have tended to treat the relationship between a buyer/applicant and an 
issuing bank as something unique requiring its own distinct set of governing principles. 
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other aspects of the bank-customer relationship, the issuing bank has a core duty to com- 
ply strictly with the applicants mandate and instructions in relation to issuing the letter of 
credit and advising it to the beneficiary*” and in relation to making payment according to 
the credit’s terms. That said, the bank's duty to the applicant with respect to the examin- 
ation of the documents presented under the letter of credit has been modified by the UCP 
regime, so that the duty is no longer strict, but rather an obligation to exercise reasonable 
care in checking those documents.” If the issuing bank fails to comply with these duties, 
it may be liable for damages or, more commonly, lose its right of reimbursement from the 
applicant. Secondly, as well as a bank's core duty to comply strictly with its customer’s man- 
date, general banking law also imposes upon a bank a well-established countervailing duty 
to take reasonable care not to comply with apparent instructions that the bank knows rep- 
resent an attempt to defraud its customer.™ An issuing bank should owe an equivalent (but 
no wider)" duty of care to the applicant when it is aware that the documents presented by 
the beneficiary are forged or fraudulent, and indeed such a formulation has been advanced 
as a possible basis for explaining the manner in which the ‘fraud exception’ to the autonomy 
principle operates." Thirdly, general banking law may provide some guidance as to what, 
if any, duties an applicant owes to the issuing bank beyond the prima facie duty recognized 
by the UCP regime that a party pay the fees and charges of those that it has instructed.”!' 
On this approach, two further narrow duties on the applicant may be analogized from gen- 
eral banking law principles:*"’ first, an applicant may well owe a duty to inform the issuing 
bank of any actual knowledge that the letter of credit is being used to perpetrate a fraud 
upon the bank, breach of which may preclude the applicant from disputing the issuing 


7° General banking law principles would suggest that the issuing bank’s duty to the applicant with respect 
to issuing and advising the credit would be strict, although it has been suggested that the issuing bank need 
only exercise reasonable care in that regard: see A. Malek and D. Quest, Jack: Documentary Credits (4th edn., 
London, Tottel Publishing, 2009), [4.11]-[4.13]. It is submitted, however, that there is no principled justifica- 
tion, no judicial authority and no support in the UCP 500 or 600 themselves for departing from the established 
banking law position in this way. 

27 UCP 500, Art. 13(a). Although the reference to ‘reasonable care’ has subsequently been removed from 
the equivalent provision in UCP 600, Art. 14(a), the position is unlikely to have changed significantly as UCP 
600, Art. 2 requires the issuing bank to act in accordance with ‘international standard banking practice’ when 
examining the documents presented. 

28 Barclays Bank plc. v. Quincecare Ltd. [1992] 4 All ER 363; Lipkin Gorman (a firm) v. Karpnale & Co, Ltd. 
[1989] 1 WLR 1340. 

20° Beyond circumstances involving known attempts to defraud customers, as a matter of general bank- 
ing law, there has been a real reluctance to impose a duty on banks to advise on the commercial prudence 
of entering into a particular type of transaction or as to the appropriate form for any particular transaction: 
see Springwell Navigation Corporation v. JP Morgan Chase Bank [2010] EWCA Civ 1221. A similar attitude is 
evident in the letter of credit context. While the issuing bank has a duty not to supply misleading information 
to the applicant, it does not generally owe the applicant a duty to pursue further enquiries on its behalf (see 
Midland Bank Ltd. v. Seymour [1955] 2 Lloyd’s Rep. 147) or to advise the applicant as to the terms that ought 
to be included in the letter of credit (see Commercial Banking Co. of Sydney Ltd. v. Jalsard Pty Ltd. [1973] AC 
279). Such a duty will only usually arise if the bank has specifically agreed to undertake the role of adviser and 
has stepped beyond its role as a mere banker. 

20 Czarnikow-Rionda Sugar Trading Inc. v. Standard Bank London Ltd. [1999] 2 Lloyd's Rep. 187. 

21 UCP 500, Art. 18; UCP 600, Art. 37. See further Melli Bank plc. v. Holbud Ltd. [2013] EWHC 1506 
(Comm). Although it has been suggested that the applicant has a duty to provide security to the issuing bank 
(see A. Malek and D. Quest, Jack: Documentary Credits (4th edn., London, Tottel Publishing, 2009), [4.33]), the 
better view is that this is a matter of sound banking practice rather than a matter of legal obligation. 

212 Although there are compelling reasons for imposing more onerous duties on bank customers, the 
English courts have resisted such an expansion at common law: see Tai Hing Cotton Mill Ltd. v. Liu Chong 
Hing Bank [1986] AC 80. That position has now changed for payment methods falling within the scope of the 
Payment Services Regulations 2017, 2017 SI No. 752: see further Ch. 13 earlier. 

213 Greenwood v. Martins Bank Ltd. [1933] AC 51. Constructive notice of fraud does not appear to suffice for 
these purposes: see Price Meats Ltd. v. Barclays Bank plc. [2000] 2 All ER (Comm) 346, 351. 
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bank's right to debit its account; and, secondly, an applicant may arguably owe the issuing 
bank a duty to issue its instructions and draft the credit application with sufficient care so 
as not to facilitate fraud by third parties,’" although it remains unclear how far this second 
duty may be extended beyond the context of payment by cheque.” 

That said, the impact of the UCP regime on the buyer/applicant-issuing bank relation- 
ship is threefold. First, in addition to any express exclusions of liability, the UCP 500 and 
600 provide the issuing bank with a number of additional standard protections vis-a-vis 
the buyer/applicant,2'* so that the issuing bank assumes no liability or responsibility for the 
‘form, sufficiency, accuracy, genuineness, falsification or legal effect of any document(s), 
for the description, quality, or existence of the goods to which those documents relate or 
for the good faith or acts of third parties, such as carriers, consignees, or insurers;"” for 
the consequences of any documents, letters, or notices that are delayed or lost in tran- 
sit, for losses resulting from the failure in transmission of any telecommunication or for 
any translation or interpretation errors;’!* for the consequences of being unable to per- 
form its payment obligations during an ‘interruption’ of the bank’s business caused by a 
force majeure event;?" or for the acts or omissions of any correspondent bank, even if that 
bank was selected by the issuing bank.” Secondly, at least when the documentary letter of 
credit is subject to UCP 500, the applicant’s instructions must be ‘complete and precise, 
must not contain excessive detail,’ and must not contain references to previous credits 
issued by that bank on the applicant’s behalf.” Whilst there are no equivalent provisions 
in the UCP 600 (given that that instrument was not drafted with the aim of regulating 
the buyer/applicant-issuing bank relationship beyond what was absolutely necessary), the 
importance of the buyer/applicant providing clear instructions to the issuing bank has 
not diminished under the UCP 600 given that English domestic law nevertheless requires 
a principal to give precise and unambiguous instructions to its agent. If the applicant 
falls below that standard by providing the issuing bank with instructions that are in any 
way unclear or ambiguous, the bank may invoke the principle in Ireland v. Livingstone, ™ 
which allows an agent to act upon a reasonable interpretation of its principal’s instruc- 
tions and still claim reimbursement for sums paid out even if those are strictly beyond 
the scope of its mandate.’* An issuing bank may only rely upon this principle, however, 
when the ambiguity in its instructions is latent.**° If the ambiguity is patent on the face of 
the instructions, then the issuing bank is required to ascertain and verify the instructions 


“14 London Joint Stock Bank Ltd. v. Macmillan {1918} AC 777. 

215 ASB Securities Ltd. v. Geurts [2005] 1 NZLR 484. 

#16 The issuing bank’s standard protections in UCP 500 and 600 are not necessarily limited to its relation- 
ship with the applicant, but may also limit or exclude its liability to other parties to the letter of credit. 

27 UCP 500, Art. 15; UCP 600, Art. 34. 28 UCP 500, Art. 16; UCP 600, Art. 35. 

21 UCP 500, Art. 17; UCP 600, Art. 36. Unsurprisingly, the UCP 600 has extended relevant force majeure 
events to include ‘acts of terrorism. 

*° UCP 500, Art. 18; UCP 600, Art. 37. Whilst these provisions are drafted in absolute terms, there remains 
some uncertainty as to whether they negate the issuing bank's liability even in circumstances where it has acted 
negligently. 

“1 UCP 500, Art. 5(a). 22 UCP 500, Art. 5(a)(i). 23 UCP 500, Art. 5(a)(ii). 

24 Ireland v. Livingstone (1872) LR 5 HL 395. 

8 Midland Bank Ltd. v. Seymour [1955] 2 Lloyd's Rep. 147; Commercial Banking Co. of Sydney Ltd. v. 
Jalsard Pty Ltd. [1973] AC 279. Whilst the principle in Ireland v. Livingstone has been applied as between the 
issuing bank and the applicant, there has been more doubt about the principle’s applicability as between issu- 
ing and correspondent bank: see European Asian Bank AG v. Punjab & Sind Bank [1983] 1 WLR 642: Credit 
Agricole Indosuez v. Muslim Commercial Bank Ltd. [2000] 1 Lloyd’s Rep. 275. 

“© European Asian Bank AG v. Punjab & Sind Bank [1983] 1 WLR 642; Credit Agricole Indosuez v. Muslim 
Commercial Bank Ltd. [2000] 1 Lloyd’s Rep. 275. 
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that were actually given by the applicant and, whilst it carries out those checks, the bank 
may provide the beneficiary with a preliminary notification or pre-advice of the letter of 
credit.” Thirdly, as indicated above, the UCP regime has watered down the issuing bank’s 
obligations with respect to the examination of the documents from what would otherwise 
be a strict duty to one based upon a negligence standard.” 


Relationship between the seller/beneficiary and the issuing and confirming banks 


As indicated earlier, the heart of the documentary letter of credit is the undertaking by 
the issuing bank to pay the beneficiary upon the presentation of stipulated documents 
that comply strictly with the terms of the letter of credit. Where the letter of credit is con- 
firmed, the confirming bank provides the beneficiary with an identical payment undertak- 
ing, so that the beneficiary has a choice whether to present the documents to the issuing or 
confirming bank.*” As those payment undertakings are identical, the seller/beneficiary’s 
position vis-a-vis the issuing and confirming banks will be considered together. 

Although it has always been assumed that the banks’ undertakings to the beneficiary are con- 
tractual in nature,’ unlike the sale contract between the seller/beneficiary and buyer/applicant 
and the banking contract between the buyer/applicant and its bank, the relationship between 
the beneficiary and the banks does not readily satisfy the English domestic law requirements 
for a binding contract—indeed, the issuing and confirming bank's undertaking ‘breaks every 
principle of law governing the formation of contracts.**! As well as confusion over the juridical 
nature of the banks’ undertakings—namely, whether they constitute unilateral,”” bilateral,” or 
sui generis contracts—there have been two particular challenges in this regard.” 

The first challenge relates to identifying the moment from which the banks’ contractual 
undertaking becomes binding, given that ordinarily a contract requires acceptance to be com- 
municated by the offeree.™ There appear to be three options as to when the letter of credit is 
binding upon the issuing (and confirming) bank, namely as soon as the instrument is sent 
by the issuing bank (or the confirmation is sent by the confirming bank) to be advised to the 
beneficiary; upon receipt by the beneficiary of the advice that the credit has been opened in 
its favour; or when the beneficiary acts upon, or manifests its formal acceptance of, the let- 
ter of credit.” Whilst it is only the last option that accords doctrinally with English contract 
law (since it requires communication of acceptance before the banks are bound), this is also 
the least desirable position in practical terms as it potentially requires the seller/beneficiary to 
start performing its obligations under the sale contract without first having the certainty of a 


27 UCP 500, Art. 12; UCP 600, Art. 11(b). Under the latter provision, an issuing bank should only pre- 
advise a letter of credit if it is prepared eventually to issue the credit on those terms. 

228 UCP 500, Art. 13(a); UCP 600, Arts. 2, 14(a). 229 UCP 500, Art. 9; UCP 600, Arts. 7-8. 

230 United City Merchants (Investments) Ltd. v. Royal Bank of Canada [1983] 1 AC 168, 182-3. 

231 R. Goode, ‘Abstract Payment Undertakings, in P. Cane and J, Stapleton (eds.), Essays for Patrick Atiyah 
(Oxford, Clarendon Press, 1991). 

232 Simic v. New South Wales Land & Housing Corporation [2016] HCA 47, [16]. 

33 Taurus Petroleum Ltd. v. State Oil Co. of the Ministry of Oil, Iraq [2015] EWCA Civ 835, [11]; [2017] 
UKSC 64, [12]-(14]. 

234 Simic v. New South Wales Land & Housing Corporation [2016] HCA 47, [36]. 

235 A documentary letter of credit would appear to be susceptible to the usual vitiating factors applicable to 
ordinary contracts, such as frustration (see UCP 500, Art. 16; UCP 600, Art. 35), rectification (see Simic v. New 
South Wales Land & Housing Corporation [2016] HCA 47, [12}-[20], {32]-[52], [102]-[118]) and illegality 
(see United City Merchants (Investments) Ltd. v. Royal Bank of Canada [1983] 1 AC 168, 188-91). 

26 Felthouse v. Bindley (1862) 11 CB (NS) 869. There is also a difficulty in justifying the bank's irrevocable 
commitment to issue a letter of credit that has been pre-advised: see UCP 500, Art. 11(c); UCP 600, Art. 11(b). 

237 Dexters Ltd. v. Schenkers & Co. (1923) 14 LIL Rep 586. 

28 Urquhart, Lindsay & Co Ltd. v. Eastern Bank Ltd. [1922] 1 KB 318; Elder Dempster Lines Ltd. v. Ionic 


Shipping Agency Inc. [1968] 1 Lloyd's Rep. 529. 


524 PRINCIPLES OF BANKING LAW 


binding commitment from the issuing and confirming banks. Moreover, this approach is also 
inconsistent with the terms of the UCP regime” and would undermine the established pos- 
ition” that the buyer's provision of a binding and conforming documentary letter of credit is 
a condition precedent to the seller’s obligation to ship the relevant goods. Accordingly, from a 
practical perspective, it is submitted that the better view is that the letter of credit is binding 
upon its communication to the beneficiary, as it is only from that point (and not the earlier 
moment when the instrument first leaves the bank) that the seller/beneficiary can be expected 
to perform its obligations under the sale contract.’'' This commercially sensible position can 
only be justified doctrinally by classifying documentary letters of credit as either a sui generis 
undertaking or one where exceptionally there is no need for acceptance to be communicated.*” 
This is probably also the practical solution to the second challenge, namely whether the banks’ 
undertakings are supported by consideration moving from the beneficiary, as promisee. Whilst 
a number of academic theories have been developed over the years to explain the existence and 
nature of the consideration provided, one needs to go back to the time of Lord Mansfield 
for the pragmatic view that a letter of credit, as a mercantile instrument, should not require 
consideration, since the commercial need for such instruments is sufficient justification for 
their enforcement.’ Similarly, more recent decisions have tended either to assume that con- 
sideration exists without examining its precise nature,” to find the existence of consideration 
relatively easily™* or to dismiss the argument that letters of credit are unsupported by consider- 
ation out-of-hand.”” Indeed, given the reputational damage and the risk to the trade financing 
system more generally of a bank raising a letter of credit’s lack of consideration, a bank will be 
reluctant to raise such an argument. A bank liquidator, however, may not be so reticent. 

In contrast, once a documentary letter of credit has been issued, it is possible for the 
issuing bank to vary or amend its undertaking (albeit never unilaterally and without at 
least the beneficiary’s assent) without running into the same doctrinal difficulties as 
exist when the letter of credit is first issued. As regards the beneficiary’ acceptance of 
the amended terms, the UCP regime makes clear that, whilst the amendment is binding 
on the issuing bank from the time that the amendment is ‘issued’ and on the confirming 
bank from the moment the confirmation is advised,” the amendment is only effective to 
bind the beneficiary once it has signalled its acceptance,” which may include presenting 


2 UCP 600, Art. 7(b): ‘An issuing bank is irrevocably bound to honour as of the time it issues the credit’ 
(emphasis added). 

* Trans Trust Sprl v. Danubian Trading Co, Ltd. [1952] 2 QB 297; Kronos Worldwide Ltd. v. Sempra Oil 
Trading Sarl [2004] EWCA Civ 3. 

%4 In terms of the UCP 600, Art. 7(b), there may be an argument as to whether the time of ‘issue is better 
viewed as the moment that the instrument leaves the issuing bank or the moment that the credit is advised to 
the beneficiary. 

^2 ‘There are other instances where commercial necessity has justified the courts in abandoning the require- 
ment for communicated acceptance: see, in the insurance context, Rust v. Abbey Life Assurance Co. Ltd, [1979] 
2 Lloyd's Rep. 334. 

** These include the ‘offer and acceptance’ theory, the ‘agency’ theory, the ‘third party rights’ theory, the 
‘assignment theory, the ‘novation’ theory, and the ‘trust’ theory: see generally P. Todd, ‘Sellers and Documentary 
Credits’ [1983] JBL 468. 

%4 Pillans v. Van Mierop (1765) 3 Burr 1664. 

“5 Dexters Ltd. v. Schenkers & Co. (1923) 14 LI L Rep 586. 

6 Raiffeisen Zentralbank Österreich AG v. China Marine Bunker (Petrochina) Co. Ltd [2006] EWHC 212 
(Comm). 

“” Taurus Petroleum Ltd. v. State Oil Co. of the Ministry of Oil, Iraq [2015] EWCA Civ 835, [11], {13], [61], 
aff'd on this point: [2017] UKSC 64, [25], [95], [100]. 

48 UCP 500, Art. 9(d)(i); UCP 600, Art. 10(a). UCP 500, Art. 9(d)(ii); UCP 600, Art. 10(b). 

20 UCP 500, Art. 9(d){iii); UCP 600, Art. 10(c). For a formal rejection of acceptance by silence in this con- 
text, see International Chamber of Commerce, Position Paper No. 1: Amendments (1 September 1994). 
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documents that conform to the requirements of the amended credit. Until that occurs, the 
documentary letter of credit remains eftective in its original, unamended form. Equally, 
it is unlikely that the courts will have significant difficulty nowadays finding the consid- 
eration necessary to support an amendment to a letter of credit given the more relaxed 
approach that the English courts have taken in recent years by upholding contractual vari- 
ations that confer ‘practical benefits’ upon the promisor.”°! 

As well as difficulties in applying domestic principles of contractual formation to docu- 
mentary letters of credit, there has also been some uncertainty regarding how the principles 
relating to contractual implication and interpretation would apply. Given that letters of credit 
are generally issued on standard SWIFT formats and are relatively brief and concise in their 
drafting, the English courts have generally given effect to credits in a rather literal manner. 
Accordingly, there has been a marked reluctance to imply terms into letters of credit or per- 
formance bonds on the basis of extrinsic circumstances, although there has been less cau- 
tion when the implication is necessary to make the credit’s express terms operate effectively; 
when the term is implied by law, rather than in fact; and when implication is based upon 
the existence of a sufficiently notorious banking custom.** Indeed, these latter (more limited) 
forms of implication tend not to undermine the commercial certainty of letters of credit to the 
same extent as implication based upon extrinsic facts. As regards the interpretation of letters 
of credit, whilst the general approach to contractual interpretation has tended more towards 
contextualism,”” there has been a greater recognition in more recent times that a more literal 
approach might be justified for standard-form contracts based upon market practice, that 
give effect to market-wide expectations and/or upon which third parties are likely to rely.” 
In essence, whether a contextual or literal approach should be adopted involves an ‘itera- 
tive process’ that depends upon the particular circumstances of the case.’ In the context of 
documentary letters of credit and other autonomous payment undertakings, the English,” 
Australian,’ and Singaporean~” courts have all quite rightly tended to adopt a more literal 
approach to the interpretation exercise that focuses on the language within the four corners 
of the credit and ignores as far as possible any extrinsic circumstances. 

Howsoever one characterizes the nature of the issuing and confirming banks’ undertak- 
ings to the beneficiary, an important issue upon which the UCP regime is largely silent 
concerns the remedies and rights of recourse available to the beneficiary against the issu- 
ing and confirming banks (when the letter of credit fails to produce payment) and those 
available to the banks (when they have honoured the credit in error). As regards the first 


251 Williams v. Roffey Bros & Nicholls (Contractors) Ltd. [1991] 1 QB 1; MWB Business Exchange Centres Ltd. 
v. Rock Advertising Ltd. [2016] EWCA Civ 553. See also Antons Trawling Co. Ltd. v. Smith [2003] 2 NZLR 23. 

252 Cauxwell Ltd. v. Lloyds Bank Ltd., The Times, 26 December 1995; Uzinterimpex JSC v. Standard Bank plc. 
[2007] 2 Lloyd’s Rep 187. 

253 Brooke Line Building Ltd. v. Umma Bank, Unreported, 26 December 1989. 

254 Jackson v. Royal Bank of Scotland [2005] 1 Lloyd's Rep 366. 

255 Seaconsar Far East Ltd. v. Bank Markarzi Jomhouri Islami Iran [1999] 1 Lloyd’s Rep. 36. 

256 Investors Compensation Scheme Ltd. v. West Bromwich BS [1998] 1 WLR 896; Chartbrook Ltd. 
v. Persimmon Homes Ltd [2009] 1 AC 1101; Rainy Sky SA v. Kookmin Bank [2011] 1 WLR 2900. 

257 Re Sigma Finance Corporation [2010] BCC 40; Arnold v. Britton {2015] AC 1619. 

258 Wood v. Capita Insurance Services Ltd. [2017] UKSC 24. 

259 Taurus Petroleum Ltd. v. State Oil Co. of the Ministry of Oil, Iraq [2015] EWCA Civ 835, [5], [12], [60], 
aff'd on this point: [2017] UKSC 64, [8], [73]. See also Petrosaudi Oil Services (Venezuela) Ltd. v. Novo Banco 
SA [2017] EWCA Civ 9. 

260 Simic v. New South Wales Land & Housing Corporation [2016] HCA 47, [8]-[11], [31], [77]-[101]. 

%1 Korea Exchange Bank v. Standard Chartered Bank [2006] 1 SLR 565, although there may be scope for 
referring to extrinsic evidence when the documentary letter of credits terms are ambiguous or internally 


inconsistent. 
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of these, if the issuing (and any confirming) bank fails to honour the letter of credit, the 
beneficiary may either bring a debt action for the face value of the letter of credit (assum- 
ing of course that the beneficiary has either presented conforming documents to the banks 
or remains in a position to do so),’” or, alternatively, may terminate the letter of credit 
and/or claim damages from the banks (in circumstances where the shipping documents 
have already been disposed of). In the latter scenario, the courts initially appeared to 
adopt an extremely restrictive approach to what the beneficiary might claim by way of 
damages, namely the amount of the letter of credit minus any sums received upon the dis- 
posal of the goods,” but the authorities supporting this limited view appears to conflate 
claims for damages with debt claims.’ More recent decisions, however, support a more 
generous approach to the beneficiary's claim for damages against the issuing and confirm- 
ing banks,’** including claims for loss of profits on the current and future sales transac- 
tions,” currency exchange losses, additional borrowing costs associated with obtaining 
bridging finance” and (regardless of whether payment is not forthcoming at all or simply 
delayed) loss of interest from the time that payment should have occurred under the letter 
of credit.” 

The converse situation (where the issuing bank has paid out against discrepant or 
fraudulent documents and seeks to recover that payment from the beneficiary) is more 
complex. Whilst the issuing and confirming banks’ easiest and most usual right of 
recourse will be to seek reimbursement from its instructing party, this may not be pos- 
sible when the bank has acted beyond its mandate or the instructing party is insolvent. 
In such circumstances, the banks’ position vis-a-vis the beneficiary becomes critical. One 
option might be for the bank to retain an express right of recourse against the beneficiary: 
this was the position, under UCP 500, when the issuing or confirming bank paid the 
beneficiary ‘under reserve’ or against an indemnity,””' although it is unclear whether this 
option survives in the UCP 600.7? Outside such cases of express stipulation, there are two 
situations worth comparing. 

The first scenario concerns whether the paying bank can have recourse against the 
seller/beneficiary after it has paid against discrepant documents. Although there was some 


%2 Belgian Grain & Produce Co. v. Cox & Co. (France) Ltd. (1919) LIL Rep 256, 257; Stein v. Hambro’s Bank 
of Northern Commerce (1921) 9 LI L Rep 433, 507; Dexters Ltd. v. Schenkers & Co. (1923) 14 LI L Rep. 586, 588; 
Standard Chartered Bank v. Dorchester LNG (2) Ltd. [2016] QB 1, [51]. 

%3 Jaks (UK) Ltd. v. Cera Investment Bank SA [1998] 2 Lloyd’s Rep. 89, which emphasizes that, as well as 
the banks’ refusal to perform needing to be unequivocal before potentially amounting to a repudiation, the 
beneficiary must communicate its decision to terminate the letter of credit in unequivocal terms (so that the 
mere failure to ship the relevant goods would not by itself be effective to bring the letter of credit to an end). 

%t Belgian Grain & Produce Co. v. Cox & Co. (France) Ltd. (1919) LI L Rep 256, 257; Stein v. Hambros Bank 
of Northern Commerce (1921) 9 LIL Rep. 433, 507; Dexters Ltd. v. Schenkers & Co. (1923) 14 LI L Rep. 586, 588. 

“68 Standard Chartered Bank v. Dorchester LNG (2) Ltd. [2016] QB 1, [40]—[52]. 
© Trans Trust Sprl v. Danubian Trading Co. Ltd. [1952] 2 QB 297. 

“©” Urquhart Lindsay & Co, Ltd. v. Eastern Bank Ltd. [1922] 1 KB 318. 

*8 Ozalid Group (Exports) Ltd. v. African Continental Bank Ltd. [1979] 2 Lloyd’s Rep. 231. Consider gener- 
ally President of India v. Lips Maritime Corp [1988] AC 395. 

26° Wadsworth v. Lydall [1981] 1 WLR 598. 

70 Sempra Metals Ltd. v. Her Majesty's Commissioners of Inland Revenue [2007] 3 WLR 354; cf. London, 
Chatham and Dover Railway Co. v. South Eastern Railway Co. [1893] AC 429; President of India v. La Pintada 
Compania Navigacion SA [1985] AC 104. 

*7! UCP 500, Art. 14(f). See also Banque de I’Indochine et de Suez SA v. JH Rayner (Mincing Lane) Ltd. 
[1983] QB 711. 

72 UCP 600, Art. 15, although the possibility of payment ‘under reserve’ or against an indemnity might 
now have been replaced by the issuing or confirming bank being entitled to reject the documents pending a 
waiver from the applicant: see UCP 600, Art. 16(c)(iii)(b). 


is 


CHAPTER 17 TRADE FINANCE 527 


early academic support for the view that the issuing or confirming bank might have a 
contractual claim against the seller/beneficiary for breaching an implied warranty that the 
presented documents conform with the letter of credit," the better view nowadays is that 
the banks should have no such recourse in these circumstances. Indeed, the English courts 
have also rejected the suggestion that the seller/beneficiary owes the issuing or confirming 
bank a duty of care to verify the compliance of the documents with the documentary letter 
of credit before presentation.” Nor would the issuing or confirming bank, as the holder 
in due course of a draft presented under the letter of credit, have the usual statutory rights 
of recourse against the letter of credit’s beneficiary, as drawer of that instrument,” since 
these are expressly excluded by the UCP regime itself.” Furthermore, the Canadian?” and 
New Zealand?“ courts appear to have rejected the possibility that an issuing or confirming 
bank might have a restitutionary or unjust enrichment claim against the seller/beneficiary 
as a result of its mistake in paying against discrepant documents. Indeed, this position 
has alternately been justified on the basis that the continuing existence of the contractual 
relationship between the banks and the seller/beneficiary precludes any unjust enrichment 
claim by the former;~” that the banks have effectively assumed the risk of payment against 
discrepant documents given that the UCP regime squarely puts the responsibility for car- 
rying out any checks on their shoulders;™ and that the issuing or confirming bank is pre- 
cluded from raising the shipping documents’ non-conformity once the time limits in the 
UCP regime*"' for checking those documents have expired.**” Even if this position is wrong, 
and the issuing and confirming bank does have a prima facie restitutionary claim against 
the seller/beneficiary, the latter will have the usual defences that are available to such claims, 
whether that counter-restitution has become impossible (if the bank has in the meantime 
disposed of the shipping documents and is unable to return them to the beneficiary);** that 
the seller/beneficiary has changed its position in good faith on the strength of the payment 
under the letter of credit being valid; or that the issuing or confirming bank is estopped 
from subsequently disputing the validity of its payment.’ On the assumption, however, 
that the issuing or confirming bank is unsuccessful in its restitutionary claim against the 
seller/beneficiary, an issue arises as to whether the banks might nevertheless have some 
form of recourse against the applicant despite the fact that they never had authority to 
pay against discrepant documents. Whilst the instinctive answer would be negative, there 
is otherwise the risk that the buyer/applicant would have received the goods in question 
without having paid for them. Accordingly, it might be appropriate to give the issuing 


23 R, Goode, ‘Reflections on Letters of Credit IIT [1980] JBL 443, endorsing the approach in Uniform 
Commercial Code (UCC), Art. 5. When the UCC was re-drafted in 1995, however, the drafters removed the 
reference to any implied warranty of conformity given by the beneficiary upon presentation. 

274 Montrod Ltd. v. Grundkotter Fleischvertriebs GmbH [2002] 1 WLR 1975. 

275 Bills of Exchange Act 1882, ss. 43(2), 47(2). 

276 UCP 500, Arts. 9(a)(iv), 9(b)(iv); UCP 600, Art. 8(a)(ii). In contrast to the issuing and confirming bank's 
position, a mere nominated bank that has negotiated the documents under the letter of credit retains its rights 
of recourse under the Bills of Exchange Act 1882. 
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280 A payer who takes the risk that their payment is in fact mistaken will in general be denied a restitution- 
ary or unjust enrichment claim: see Deutsche Morgan Grenfell Group plc. v. IRC [2007] 1 AC 558. 

281 UCP 500, Art. 14(d); UCP 600, Art. 16(f). 

282 Miers Pierson NV v. Bay Pacific Pte Ltd. [2000] 4 SLR 393. 

283 D, Sheehan, ‘Rights of Recourse in Documentary (and Other) Credit Transactions’ [2005] JBL 326. 

2% Gulf International Bank BSC v. Albaraka Islamic Bank BSC [2004] EWCA Civ 416. 
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or confirming bank a claim against the buyer/applicant whether by way of subrogation 
to the seller/beneficiary’s rights under the sale contract’ (assuming that the underlying 
obligation between the seller and buyer to pay the price has been discharged), or, alter- 
natively, by way of a direct restitutionary claim against the buyer/applicant to prevent that 
party being unjustly enriched to the value of the goods received.” 

The second scenario concerns whether the paying bank can have recourse against the 
seller/beneficiary after it has paid against documents that, on their face, conform with the 
letter of credit, but that, in reality, are materially false in some respect or forged. The most 
obvious claim (at least when the beneficiary himself has been fraudulent) is based upon the 
tort of deceit,’ which has the advantage that the fraudulent beneficiary may not reduce its 
liability by pointing to the issuing or confirming bank’s contributory negligence” and that 
a generous remoteness principle applies permitting the recovery of unforeseeable types of 
loss. Putting the tort of deceit aside, in contrast to the position where the documents are 
discrepant, the courts have recognized the possibility of an issuing or confirming bank 
bringing an unjust enrichment claim against the seller/beneficiary when payment has 
been made against forged or fraudulent documents,””' and have not considered the objec- 
tions (considered earlier in the context of discrepant documents) to be too problematic in 
the present context. That said, it is unclear whether the scope of the banks’ restitutionary 
claim must dovetail with the circumstances in which the bank may refuse to pay in the 
first place on the grounds of the beneficiary’s fraud or whether it is possible for the issu- 
ing or confirming bank to have recourse in a broader range of circumstances.™ Arguably, 
the banks’ restitutionary right of recourse should not be limited to situations where the 
beneficiary himself is fraudulent or privy to the fraud,’ as the innocent beneficiary is 
sufficiently protected by the usual defences to restitutionary claims, such as change of 
position.” Similarly, a collecting bank will be protected from restitutionary liability by 
the payment-over defence.” 

Although the conclusion appears to be that the banks have limited rights against the 
beneficiary, there is also, as a last resort, the possibility of the banks having recourse to 
various third parties to the letter of credit, such as the carrier or the insurance company. As 
against the carrier, the bank may have a claim in bailment, given that, at common law, the 
bill of lading is a document of title, so that a pledge of it is equivalent to a pledge of the goods 
themselves.” It may also have a contractual claim against the carrier under the Carriage 
of Goods by Sea Act 1992, although such a claim will likely be subject to various limita- 
tions of liability.” The principal risk to the banks’ rights in this regard is if it enters into a 


2° A. Ward and G. McCormack, ‘Subrogation and Bankers’ Autonomous Undertakings’ (2000) 116 LOR 121. 

7 Consider Crantrave Ltd. v. Lloyds Bank plc. [2001] BPIR 57; Ibrahim v. Barclays Bank plc. [2013] Ch 400. 

** Consider B Liggett (Liverpool) Ltd. v. Barclays Bank [1928] 1 KB 48, although the validity of this decision 
may be more doubtful nowadays following Crantrave Ltd. v. Lloyds Bank plc. [2001] BPIR 57. 

8 KBC Bank v. Industrial Steels (UK) Ltd. [2001] 1 Lloyd’s Rep. 370; Komercni Banka AS v. Stone & Rolls 
Ltd. [2003] 1 Lloyd’s Rep. 383. 

* Standard Chartered Bank v. Pakistan National Shipping Corp (Nos. 2 & 4) [2003] 1 AC 959. 

1 Bank Russo-Iran v. Gordon, Woodroffe & Co Ltd., The Times, 4 October 1972; Edward Owen Engineering 
Ltd. v. Barclays Bank International Ltd. [1978] QB 159. 

*” Consider D. Sheehan, ‘Rights of Recourse in Documentary (and Other) Credit Transactions’ [2005] JBL 
326. 

* United City Merchants (Investments) Ltd. v. Royal Bank of Canada [1983] 1 AC 168. 
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2 WLR 1415. 

25 Standard Bank London Ltd. v. Canara Bank [2002] EWHC 1574 (Comm). 

°° Official Assignee of Madras v. Mercantile Bank of India Ltd. {1935} AC 53. 

27 Standard Chartered Bank v. Dorchester LNG (2) Ltd. [2016] QB 1. 
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trust receipt arrangement allowing the buyer access to the documents of title before it has 
reimbursed the bank.™ Whilst the trust receipt will generally be effective to continue the 
perfection of the bank's pledge over the bill of lading and underlying goods, there are two 
potential vulnerabilities: first, if the bank’s security interest (over products or proceeds) 
were to be recharacterized as a charge, it might be susceptible to attack by a liquidator for 
non-registration;™ and, secondly, even the most well-drafted trust receipt is unlikely to 
protect the banks against an applicant intent upon defrauding them.™ 


The correspondent bank 


As it is usual for the issuing bank to employ one or more correspondent banks in the 
seller/beneficiary’s jurisdiction, the final relationship is that between the two banks. A 
correspondent bank may be engaged to perform one or more functions involving either 
advising the letter of credit to the seller/beneficiary, adding its confirmation to the credit 
and/or acting as a bank nominated to receive documents, check their compliance, and 
potentially make payment. Whilst a confirming bank enters into a binding undertaking 
vis-a-vis the seller/beneficiary from the very outset, so that the former is obliged to pay the 
latter following the presentation of conforming documents," a nominated bank is not so 
obliged and need only pay the seller/beneficiary if it chooses to act upon its nomination 
by accepting the documents as conforming.*” It follows that a nominated bank is not ori- 
ginally a party to the letter of credit, but, if that bank negotiates the shipping documents, it 
is taken to have accepted the issuing and confirming banks offers in the letter of credit to 
extend their undertakings to third parties, so that thereafter the negotiating bank becomes 
a beneficiary of those banks’ undertakings. 

In contrast to the nominated bank, an advising bank never becomes contractually 
obliged to the seller/beneficiary™ and, in this regard, the letter of advice will usually con- 
tain a statement to the effect that the credit is being advised ‘without responsibility’ or 
‘without engagement: “" The advising bank’s primary responsibility is to verify the authen- 
ticity of the letter of credit.” Whichever function it performs, the correspondent bank is 
usually considered to be in a contractual relationship with the issuing bank and has trad- 
itionally been viewed as acting as the issuing bank's agent.™® Whilst this remains the case 
for nominated banks,*” doubt has increasingly been cast upon whether the relationship 
between an issuing and confirming bank is properly viewed as based upon agency™ and 
the position between an issuing and advising bank remains largely unresolved.” The sig- 
nificance of treating the correspondent bank as an agent is that it will impact upon how the 
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English courts will interpret ambiguous instructions to the agent,” determine whether an 
issuing or confirming bank is bound by a mis-advised credit," and establish whether a 
duty of care is owed by the correspondent bank to the issuing bank.” 


(iv) Presentation and examination of documents 


Presentation of documents 


As the relationship between issuing and confirming banks and the seller/beneficiary is 
essentially unilateral in nature,™ the beneficiary is not obliged to do anything under the 
letter of credit, but, if it wishes to receive payment under the letter of credit, it must sat- 
isfy the three key preconditions to the bank’s payment obligations. First, the beneficiary 
must comply with any requirements regarding the place where the documents should be 
presented. Unless the letter of credit stipulates that it is only available with the issuing 
bank, it is required to indicate the nominated bank(s) to which documents must (or may) 
be presented." If the letter of credit is freely negotiable*” or freely available,” then any 
bank is a nominated bank. Accordingly, a beneficiary is required to present the documents 
to the issuing bank, the confirming bank (if one exists), or the nominated bank in order 
to receive payment.’ Secondly, the shipping documents must be presented by the seller/ 
beneficiary before the expiry date stipulated in the letter of credit’'* (unless the expiry date 
is extended by virtue of the final day not being a banking day)’ and within 21 days of the 
date of shipment of the goods.” Thirdly, the seller/beneficiary must present all the docu- 
ments required by the letter of credit in the form and number stipulated therein. Whilst 
the next section sets out the key general requirements for documentary compliance that 
apply to all types of document, regardless of their nature, the UCP regime also contains 
a number of additional requirements for particular documents, including the bill of lad- 
ing,” the sea waybill,*” the charterparty bill of lading,” the multimodal transport docu- 
ment,” the air transport document,*” the road or rail transport document,” the courier 
or post receipts,” the insurance documents,’ and the commercial invoice.*”? A benefi- 
ciary that makes a non-conforming presentation is entitled to re-present the documents 
before the expiry of the letter of credit. 


310 Freland v. Livingstone (1872) LR 5 HL 395. 

*1! In the event that the issuing or confirming bank suffers loss as a result of the advising bank informing the 
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Examination of documents 


As already mentioned, the most fundamental characteristic of a documentary letter of 
credit is the fact that the banks’ obligations to the seller/beneficiary are independent and 
autonomous of the other elements of the contractual matrix, in particular the underly- 
ing sale transaction." The real significance of this autonomy principle becomes appar- 
ent when one considers the banks’ role in examining the shipping documents presented 
by the beneficiary, since banks are required to base their decision whether or not to pay 
the seller/beneficiary solely upon the compliance or otherwise of the documents and to 
ignore all other extraneous material.“ In particular, a bank must ignore any evidence or 
allegations that the seller/beneficiary has breached the underlying sale transaction when 
deciding whether or not to pay** and must not speculate about the manner in which a 
particular document was produced* or why a particular document might be important 
to the applicant.“ Nor is the issuing or confirming bank expected to have any particular 
knowledge of trade usages or trade terms relevant to the underlying sale contract, even if 
they are notorious amongst a particular section of the trading community, and in prin- 
ciple the banks are entitled to ignore any factual matters relating to non-documentary 
conditions contained in the letter of credit.**° That said, the issuing and confirming banks 
are required to look beyond the shipping documents and consider ‘international standard 
banking practice’ when examining the presented documents.” 

When presented with the shipping documents, the bank's initial step is to construe the 
letter of credit in order to determine which documents must be presented and examined,” 
since banks are specifically directed to ‘examine all documents stipulated in the credit’“° 
and are required to ignore any documents that are not stipulated in the letter of credit.**! 
Once the size of the task has been established, the bank is required to examine the rele- 
vant documents ‘with reasonable care to ascertain whether or not they appear, on their 
face, to be in compliance with the terms and conditions of the credit.’ Although a bank is 
ordinarily under a strict duty to comply with its customer's instructions, this standard has 
been expressly modified by UCP 500 to a negligence-based one. Although the words ‘rea- 
sonable care’ have disappeared from the equivalent provision in the UCP 600,® the ICC’s 
intention does not appear to have been to change the negligence-based standard for docu- 
mentary examination; rather, that standard is now conveyed by the bank's need to refer to 
‘international standard banking practice’ when determining compliance or otherwise.“ In 
exercising reasonable care, however, both the UCP 500 and UCP 600 make clear that banks 
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need only concern themselves with the appearance of the documents rather than their sub- 
stance,” and this is bolstered by the immunity afforded to banks in this regard.*“° The UCP 
regime is, however, silent as to the degree of compliance that must exist between the ship- 
ping documents and the documentary letter of credit. Nevertheless, the long-established 
position of the English courts is that there must be strict compliance between documents 
and credit,” although there has been some inconsistency as to how strictly that doctrine 
should be applied. At one end of the spectrum, the courts have rejected any application 
of a de minimis rule to documentary compliance“ and have sometimes permitted banks 
to rely upon extremely technical arguments to avoid paying pursuant to the terms of a 
letter of credit.’ At the other end of the spectrum, the courts have stressed that the doc- 
trine of strict compliance ‘must be applied intelligently, not mechanically’ with the issu- 
ing bank exercising ‘its own judgement about whether the requirements stipulated in the 
instrument have been satisfied’ and the courts have generally prevented banks relying upon 
errors that are ‘minor or merely typographical.’ Accordingly, banks have been required 
to ignore minor discrepancies relating to the buyer/applicant’s name! or telex number 
and the designation of the person issuing a report,“ ` but there has been some disagreement 
between the English’ and Singaporean*” courts as to whether this approach is similarly 
applicable to the beneficiary’s designation in the letter of credit or whether this is such an 
important matter that even the slightest difference renders the shipping documents dis- 
crepant. Additionally, there are certain allowances and tolerances that are explicitly built 
into the UCP regime with respect to statements as to quantity,” dates,** and the identifi- 
cation of document-issuers.** Accordingly, the modern approach to the doctrine of strict 
compliance is commercially minded and based upon common sense.*” 

In addition to the shipping documents being individually compliant with the documen- 
tary letter of credit, the documents must also not ‘appear on their face to be inconsistent 
with one another” or ‘not conflict with’ other stipulated documents.**' While the changed 
wording appears to suggest that only a higher level of internal documentary inconsistency 
would justify refusal under the UCP 600, it remains to be seen whether this alteration will 
be significant. Furthermore, there may be an additional judicially created requirement 
that there be some element of ‘linkage’ between the different documents arising out of the 


* UCP 500, Art. 13(a); UCP 600, Art. 14(a). Despite the words ‘on their face’ appearing in UCP 500, Art. 
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manner in which the goods are identified in those documents.*” This requirement appears 
to be different from the requirements governing the manner in which the goods are 
described in the commercial invoice and other documents. Furthermore, there appears 
to be an additional requirement that the documents be ‘regular on their face’ and ‘current 
in the trade,’ as well as being an ‘original’ document. This last issue has proved par- 
ticularly controversial and difficult given the development of modern forms of document 
production™ and has resulted in the ICC issuing a policy statement to correct any misun- 
derstandings as to what amounted to an ‘original’ document under the UCP 500.” This 
issue appears to have been resolved to a large extent by the altered wording of the UCP 600. 

In carrying out its examination of the documents, each bank has a defined time-frame 
within which it must complete that task and decide whether or not to accept or reject 
the shipping documents. According to the UCP 500,** each bank has a ‘reasonable time, 
not to exceed seven banking days. For these purposes, the concept of ‘reasonable time’ 
includes the time needed to approach the buyer/applicant for a waiver of discrepancies, 
but does not mean that the examining bank can always take up to seven days to carry out 
its role regardless of the circumstances or the difficulty of the task at hand.*” To increase 
legal certainty for banks, the approach was changed in UCP 600,™ so that examining 
banks have a ‘safe harbor’ of ‘a maximum of five banking days’, meaning that the bank can- 
not be criticized as long as it acts within that five-day window.” 


Payment and rejection under the letter of credit 


If the documents strictly comply with the documentary letter of credit, then the nomi- 
nated bank (or confirming bank or issuing bank depending upon the place of presen- 
tation) is required to honour the letter of credit by paying the correct party? and the 
issuing/confirming bank is required to reimburse that bank.’ This has now been made 
explicit in UCP 600, which provides that an issuing, confirming, or nominated bank must 
‘honour’ the letter of credit when the beneficiary makes a ‘complying presentation” 
Where the examining bank has doubts over the compliance of the shipping documents, 
the UCP 500 provided the bank with the additional option of paying ‘under reserve’ or 
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367 International Chamber of Commerce, The Determination of an ‘Original’ Document in the Context of 
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‘against indemnity,” which effectively entitled the paying bank to recover its payment 
or recoup its losses in the event that the documents were discrepant, without having to 
rely upon the general rights of recourse considered earlier.” Whilst this option no longer 
appears in the UCP 600, this appears to be due to the bank now having the option to 
reject the shipping documents pending a waiver of discrepancies from the buyer/applicant. 

In contrast, if the nominated, confirming, or issuing bank concludes that the shipping 
documents presented do not conform to the letter of credit, it may refuse payment.”* 
Before refusing payment, however, the relevant bank may approach the buyer/applicant 
for a request that it waive any discrepancies, ™” but must complete its consultation with the 
buyer/applicant within the UCP time limits for checking documents.” If the waiver is 
granted, the bank may pay and claim reimbursement; otherwise the bank must follow the 
appropriate rejection procedures. If the bank elects to reject the documents it must give 
notice to that effect by telecommunication or, if not possible, by other expeditious means, 
without delay and no later than the seventh banking day following the day of receipt of the 
documents (for the UCP 500)*! or the fifth banking day (for UCP 600).™ The requisite 
notice must be given to the party from which the examining bank received the docu- 
ments; must state all discrepancies in respect of which the bank is refusing the shipping 
documents; and must state whether the bank is holding those documents at the disposal 
of, or is returning them to, the presenter.** In this regard, an examining bank is under an 
enforceable duty to act in accordance with its disposal statement.’ Whilst most of the 
rejection procedures contained in UCP 500 have been retained for the purposes of UCP 
600,5 there are a few notable changes. First, the UCP 600 clarifies that a bank must state 
all the relevant discrepancies within a single rejection notice, rather than issuing several 
such notices.” Secondly, under the UCP 600, the rejection notice may now contain one 
of four possible statements in relation to the disposal of the documents, whereas UCP 
500 only provided a bank with a single option. Thirdly, under UCP 600, the requisite 
notice must now be given within the shorter five-day time-frame. Whichever set of rules 
is applicable, however, the consequence of failing to comply with the rejection procedures 
is the same, namely that the bank ‘shall be precluded from claiming that the documents do 
not constitute a complying presentation.’ It is accordingly critical that issuing and con- 
firming banks comply strictly with the rejection procedures contained in the UCP regime. 


(v) The exceptions to the autonomy principle 


A clear risk that stems from the autonomous nature of the banks’ obligations under the 
letter of credit is that the beneficiary may claim payment by presenting conforming docu- 
ments when, in reality, it has no entitlement to receive payment. The UCP regime is abso- 
lutely silent as to whether there are exceptions to the autonomy principle that it enshrines. 
Nevertheless, domestic legal systems have developed their own exceptions, but these differ 
in number, nature, and scope from one jurisdiction to another. The fact that the excep- 
tions to the autonomy principle are formulated in different ways may give rise to forum 
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shopping as the parties seek to take advantage of the jurisdiction with the most favourable 
exceptions. 


The ‘fraud exception’ 


The most obvious risk that the autonomy principle creates is that the beneficiary may 
seek to present shipping documents, which appear to conform on their face to the letter 
of credit, but that actually contain false statements or are otherwise not what they appear 
to be. The ‘fraud exception’ identifies the circumstances when the bank must refuse pay- 
ment under a letter of credit on the ground that the documents presented are fraudulent 
or materially false.™ Before proceeding any further, however, there is one issue over which 
particular care should be taken, namely that many of the authorities involve performance 
bonds, standby letters of credit, or counter-guarantees. Whilst the courts tended to equate 
these instruments with documentary letters of credit in the past,’ there is an increasing 
recognition that one may have to exercise caution in applying cases concerning one type 
of instrument to others.°*” 

Whilst it is clear that the law should not countenance or encourage the use of letters of 
credit for fraudulent means, the exact legal or conceptual basis for the ‘fraud exception’ 
has been a matter of some controversy. Two different conceptualizations have been sug- 
gested, namely that the exception is based either on the general principle of ex turpi causa 
non oritur actio or fraud unravels all,®! or is based on an implied limitation in the bank's 
mandate from its instructing party.™ The conceptualization that one adopts might impact 
upon whether the beneficiary needs to be privy to the fraud or upon the basis for enjoin- 
ing a bank from honouring a letter of credit. Accepting that there is greater support for the 
ex turpi causa justification of the fraud exception, however, there currently appear to be a 
number of requirements that must be satisfied before a bank can refuse payment. 

First, ‘fraud’ must be proved. There has been considerable controversy over what con- 
stitutes fraud in this context, although it is clear that it requires something more than a 
simple breach of the underlying sale contract.” On the one hand, the English courts have 
adopted a narrow approach indicating that the fraud in question must affect the truthful- 
ness of the documents themselves before the bank can refuse payment.” In this regard, 
the courts appear to have imported a requirement of materiality from the law of misrep- 
resentation,” although this requirement may mean little more than there needing to be 
evidence that the bank would have been entitled to reject the documents had they repre- 
sented the true state of affairs. On the other hand, Article 5 of the Uniform Commercial 
Code and the Canadian courts™ appear to have accepted that fraud in the underlying 
transaction, which is not necessarily reflected in the documents themselves, may consti- 
tute ‘fraud’ for these purposes. Although there was some limited support for this wider 
view developing in England,*” the orthodox position that there must be ‘documentary’ 
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fraud has been reasserted more recently.’ Other jurisdictions, such as Singapore” and 
Australia,” have gone even further by developing a broad concept of unconscionability 
that can be used to justify a bank refusing to pay, albeit that the former jurisdiction has 
limited this development to default undertakings, whereas the latter has not. If such a 
development were to be accepted in England," it is submitted that it should be limited 
to abusive calls on performance bonds and that documentary letters of credit should be 
governed by the more tightly circumscribed fraud concept. Secondly, it is well-established 
in both England*” and Canada‘ that, for a bank to be justified in refusing payment on 
the basis of the ‘fraud exception’ the beneficiary must be privy to the fraud in question. 
Obviously, if the beneficiary is the perpetrator of the fraud then the ‘fraud exception’ can 
apply, but it is not clear what must be proved beyond that narrow situation. For these 
purposes, the beneficiary should probably have the level of knowledge required for a suc- 
cessful deceit claim“ and must have the requisite knowledge at the time that the docu- 
ments are presented to the bank for payment.*”” Whilst a collecting bank acting for the 
beneficiary or the beneficiary’s assignee cannot be in a better position than the fraudulent 
beneficiary himself, a bank that has negotiated the shipping documents containing a draft 
will be entitled to claim payment regardless of fraud. Thirdly, the issuing or confirming 
bank is only entitled to refuse payment if the fraud has become apparent by the date of 
payment under the letter of credit,” such that the bank must nevertheless pay the bene- 
ficiary if it remains unaware of the fraud when payment is due. This timing requirement 
does not, however, prevent a bank resisting a claim for summary judgment, if the bank 
only acquires knowledge of the fraud at some later date,“ provided the bank can demon- 
strate that there is a ‘real prospect’ of it establishing the elements of the ‘fraud exception."” 
The same principle applies if (unusually) the matter comes before the court on a final trial 
of the beneficiary's claim for payment.*"° 

In practice, the issue of fraud most frequently arises by way of an application for an 
interlocutory injunction by the buyer/applicant to prevent the issuing bank from paying 
under the letter of credit. In addition to the three elements of the ‘fraud exception, there 
are three further requirements that must be established before such an injunction will be 
issued. First, the evidence of the fraud must be ‘clear, ‘established, or ‘clear and obvious’ 
at the time of the buyer/applicant’s injunction application." There must also be ‘clear evi- 
dence’ of the bank's knowledge of the fraud at the time that payment is demanded,*”’ in the 
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sense that ‘the only realistic inference to draw [from the evidence] is that the beneficiary 
was acting fraudulently.” Indeed, the Privy Council, in Alternative Power Solution Ltd. v. 
Central Energy Board,’ has recently stressed that, upon an application for an interlocu- 
tory injunction, the buyer/applicant must be able to show that both the existence of fraud 
and the bank's knowledge are ‘seriously arguable’ Secondly, it is necessary to show that the 
buyer/applicant has a valid cause of action against the bank." If the theoretical basis for 
the fraud exception is the existence of an implied limitation on the issuing bank’s mandate 
to pay, then the cause of action is simply a threatened breach of contract." It is, however, 
much more difficult to find a clear basis for an injunction if the rationale for the ‘fraud 
exception’ is ex turpi causa." Moreover, there would seem to be no basis for the buyer/ 
applicant seeking to enjoin the confirming bank, rather than the issuing bank.” Thirdly, 
the balance of convenience must be in favour of granting such an injunction, but, in this 
context, the buyer/applicant is likely to face an ‘insuperable difficulty’ in showing that this 
is the case.*’ Indeed, there are very few cases in which an injunction has actually been 
granted." There have been attempts to circumvent these onerous requirements, however, 
by seeking an injunction against the beneficiary (rather than the bank) to prevent it from 
presenting the documents under the letter of credit in the first place, but the courts have 
been reluctant to allow buyers/applicants to obtain indirectly what they could not achieve 
directly.*"' It would seem that the most effective way of balancing the interests of the seller/ 
beneficiary in being paid with the interests of the buyers/applicant in not being defrauded 
is to use the freezing order jurisdiction to prevent the beneficiary from dealing with the 
letter of credits proceeds once disbursed.*” 

Besides banks refusing to pay in the first place on the basis of the beneficiary’s fraud, the 
issue of fraud may also arise in two other ways. First, as considered earlier, the issue may 
arise as to when the paving bank may recover its payment if it has paid against fraudu- 
lent documents.** The second concerns the effect of fraud on the paying bank's ability 
to seek reimbursement from its instructing party. As a general rule, if the paying bank is 
unaware of the fraud at the time of payment, it is entitled to reimbursement.’” Problems 
have arisen under UCP 500, however, in circumstances where a nominated bank has dis- 
counted its deferred payment obligation to the seller/beneficiary before the maturity date, 
as the Court of Appeal in Banco Santander SA v. Banque Paribas*” held that the nomi- 
nated bank had no authority to make early payment and so bore the risk of subsequently 
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discovered fraud. The same problems do not arise in the case of an acceptance or negoti- 
ation letter of credit. The difficulties created by Banco Santander for deferred payment 
credits have now been addressed in UCP 600 by conferring upon nominated banks a 
statutory authority to discount payment.*” 


Are there other exceptions? 


Whilst the ‘fraud exception’ had always been viewed as the one established exception, 
there are a number of other possible exceptions that have been considered judicially in 
recent years. First, there has been some uncertainty over whether there exists a separate 
and distinct exception when the effect of the fraud or forgery renders the document in 
question a ‘nullity. Whilst the existence of a ‘nullity exception’ was left open by Lord 
Diplock in United City Merchants (Investments) Ltd. v. Royal Bank of Canada," the 
English courts have subsequently rejected its existence on the basis that there is no clear 
definition of what amounts to a ‘nullity’; that such an exception would require banks 
to investigate beyond the face of the documents and consider their nature; and that 
the exception might prejudice innocent sub-purchasers who might find themselves left 
with worthless documents.*” Nevertheless, this position has been forcefully criticized, 
on the basis that it encourages the circulation of worthless documents in international 
trade,**' and has been rejected in Singapore.*” Secondly, whilst it is clear that, if the let- 
ter of credit itself is unlawful, a court will refuse to enforce payment,*” there is growing 
support in England for a further exception based upon the illegality of the underlying 
sale transaction on the ground that this taints the letter of credit.’ Whilst few would 
object to the proposition that the courts should not enforce a letter of credit used to 
finance an illegal arms sale or a drugs transaction, the elements of any potential ‘illegal- 
ity exception remain uncertain,** although relevant considerations are likely to include 
the seriousness of the illegal conduct; the degree of connection between the illegal con- 
duct and the letter of credit; and the extent of the bank’s knowledge and/or participa- 
tion in the illegality.“ Thirdly, there may be an exception to the autonomy principle 
that arises when there exists an express restriction in the underlying contract upon the 
beneficiary’s ability to claim payment, even though a similar restriction is not found in 
the payment undertaking itself." Although the scope of this exception remains uncer- 
tain,“ it is submitted that it ought to be limited to the context of default undertakings. 
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(vi) Transfer of credits and assignment of proceeds 
Transfer of credits 


As already considered, a letter of credit may be transferable or non-transferable, but will 
only fall into the former category if the credit expressly states that it is transferable.*” 
Although the UCP 500 refused to give effect to any synonymous terms," the UCP 600 
does not appear to be so restrictive. A transferable letter of credit performs a similar func- 
tion to a back-to-back letter of credit arrangement in that it permits a seller/beneficiary 
to use the letter of credit under which it is a beneficiary to pay its own supplier. This is 
achieved by the original beneficiary under the credit (‘the first beneficiary’) transferring 
part of the credit to a new beneficiary (‘the second beneficiary’). There has been a good 
deal of debate as to whether the transfer of a letter of credit is a form of assignment, nov- 
ation, third party contract or whether it is simply a sui generis institution.“ The reason 
why such classification has been considered important is because it will determine the 
extent to which prior equities bind the transferee and it may assist in answering such ques- 
tions as whether the second beneficiary is affected by the first beneficiary’s fraud (although 
the better view is that the transferee of a credit is not so affected).4” 

In terms of carrying out the transfer, the first beneficiary can only request the ‘transfer- 
ring bank’ to perform this operation. The transferring bank will be the nominated bank 
under the letter of credit or, if the letter of credit is freely negotiable/available, the credit 
must stipulate a specific transferring bank.* Whilst previously it was a matter of some 
controversy as to whether the issuing bank could ever be approached to effect the trans- 
fer,“ this issue has now been resolved in favour of the view that the issuing bank can act 
as a transferring bank.* Following the first beneficiary's request, the transferring bank 
has complete freedom to determine whether it will actually transfer the letter of credit 
and the terms upon which such transfer should take place,** such that the transferring 
bank will not be liable if it declines the transfer.” If the transferring bank agrees to make 
the transfer, it is possible for parts of the same credit to be transferred to several second 
beneficiaries, but a second beneficiary may not re-transfer part or all of a letter of credit 
to a ‘third beneficiary," although this restriction does not preclude the re-transfer of the 
credit back to the first beneficiary. Whilst the general rule is that the letter of credit must be 
transferred upon the same terms as the original credit, the UCP regime expressly permits 
the alteration of certain specified terms, in particular the invoice price for the goods.*” The 
costs of the transfer process are usually borne by the first beneficiary.*” 

Once the transfer has been completed, the letter of credit is operated by the second 
beneficiary presenting to the transferring bank the documents required by the terms of the 
transfer, together with an invoice for the price of the goods sold to the first beneficiary."”' 
The second beneficiary will accordingly receive the face value of its commercial invoice. 
As the first beneficiary may have an interest in concealing the identity of its own suppliers 
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from its purchaser, it is provided with a ‘right of substitution, whereby it can exchange its 
own documents (including its commercial invoice showing the higher resale price) for 
the documents presented by the second beneficiary." The transferring bank is obliged 
to make a request of the first beneficiary in order to determine whether it wishes to exer- 
cise its right of substitution.“ If the beneficiary fails to comply with, or respond to, the 
transferring bank's ‘first demand’ in this regard, the bank may forward the second benefi- 
ciary’s documents to the issuing bank/applicant without any substitution having occurred. 
A bank must tread carefully, however, as an infringement of the first beneficiary’s right to 
substitute documents may give rise to an action for breach of a duty of confidentiality. 


Assignment of letter of credit proceeds 


An assignment differs from a transfer in that the former only operates to transfer rights 
to the proceeds of the credit (once paid), whereas a transfer operates to cede some of 
the beneficiary's rights (such as to claim payment) arising under the letter of credit itself. 
Although it would be possible to effect an assignment under the general law," the possi- 
bility of assigning the proceeds of the letter of credit is expressly recognized by the UCP 
regime.“ The requirements for what counts as a valid assignment are, however, deter- 
mined by domestic law. On this basis, an assignment may be subject to any rights of set- 
off that exist between the assignor and the bank’” and other equities arising between the 
parties, such as fraud.*® 
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SECURIT 


Lending is in some cases unsecured, where the standing of the borrower is such that the 
banks cannot demand it or, because of the creditworthiness of the borrower, do not regard 
it as necessary. At one time international lending was of this character, although much 
international lending is now oriented to particular projects, and security is taken. At the 
other end of the scale, the local shop or the village moneylender may also grant credit 
without security, since trading and reputation sanctions ensure repayment. In terms of the 
number of commercial borrowings banks enter, however, cases of unsecured lending are 
in the minority. Security, even if only limited security or personal security in the form of a 
guarantee, will usually be required, so that in the event of default the bank can recoup itself 
out of the collateral. Indeed, in relation to project financings, the security required by the 
banks will often be of a comprehensive nature, for example a fixed and floating charge, a 
charge over shares, a charge over bank accounts, a legal assignment of material contracts, 
and so on. With syndicated lending the security might be granted in favour of a security 
trustee, to hold to the benefit of the members of the lending syndicate. Within a corporate 
group, each member may contribute to the security, and there will be cross-guarantees. 
There might be other forms of security enhancement, such as on-demand guarantees.’ 


I. SECURITY—ITS NATURE AND RATIONALE 


Security, strictly defined, is a proprietary or possessory right to property which secures the 
performance of an obligation, in the case of lending this usually being payment. Thus in 
addition to being able to proceed on the personal undertaking to repay, the bank as lender 
has rights against the property. This has an obvious advantage if the borrower becomes 
insolvent. In addition to security strictly defined, there is what is sometimes called ‘per- 
sonal security, where a third party agrees to guarantee anothers debts or provide an 
indemnity. Third parties sometimes give security in the strict sense to support a borrow- 
er’s undertaking to repay. For reasons of space, personal security not amounting to a right 
against property (such as guarantees and indemnities) are not discussed in this book.’ 

In examining security in the strict sense, this chapter concentrates on security over per- 
sonal property. This is not meant to suggest that mortgages over realty are unimportant, or 
do not give rise to legal problems. Although in some states (e.g. those of the Pacific Ocean) 
land held communally cannot be mortgaged, mortgages over real property are almost uni- 
versal. Indeed, in many societies, land is treated as the most valuable, or main form of, 
property to be proffered as security. This has significant equity implications, since those 
without land are effectively denied credit. But the rules governing mortgages over land are 
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fairly well-established. It is because the legal challenge has come with attempts to extend 
security to forms of personal property that it deserves our attention. 

Security law raises important issues of public policy. One is the implication for financial 
stability, in enabling those engaged in wholesale financial markets to manage counterparty 
credit and liquidity risks, and ensuring such stability operates efficiently on a cross-border 
basis, an issue that has been addressed at an EU level.’ Another, more mundane, is the role 
of security in inducing banks to lend in situations when they might chose to utilize their 
funds in other ways, e.g. investing in government bonds or, at the other end of the spec- 
trum, on derivatives markets. In the absence of security, a commercial entity in financial 
difficulty may be tempted to pay those other than the bank first, for example to ensure a 
continued supply of goods and services. It is argued that security lowers the cost of credit. 
The exact degree to which security produces these results is, however, a matter of con- 
tention.“ In the event of a business’ solvency coming into question, security is also said to 
foster rescue efforts because the lender, feeling secure, is willing to allow time, and because 
with one lender or group of lenders in the driving seat there is a greater likelihood of the 
business being carried on or sold as a going concern, when compared with the situation 
of many creditors fighting over the carcass. In fact critics argue that strong security has 
exactly the opposite effect, since the banks are tempted to act too hastily and to recoup 
themselves too readily by selling assets. 

A favourable security law can greatly advantage lenders to the detriment of other inter- 
ests in society. Often this is overlooked, because security law is treated in isolation from 
areas such as insolvency and consumer-protection law. For example, English law is very 
favourable to those, such as banks, which take security. The result is that in the event of 
insolvency the whole of the assets can fall to be realized outside the winding-up, in vio- 
lation of any general pari passu principle, and to the detriment of unsecured creditors.* 
To argue that the unsecured creditors voluntarily accept the risk and can demand a pre- 
mium in the form of a higher price ignores the realities. Many unsecured creditors do 
not have accurate information about the risks involved and, even if they did, would have 
little choice but to do business or take employment where they can. Many attempts to give 
greater protection to unsecured creditors have fallen by the wayside, although legislation 
in most jurisdictions gives some particular interests a preference in the event of insolvency. 

Perhaps greater success has been achieved in redressing the inequality of bargaining 
power when consumers give banks security. As we saw in Chapter 10, the courts have used 
doctrines such as undue influence to upset some third party security.° But more could be 
done: why have courts not read down the ‘all-monies clause’ in bank security agreements, 
when many ordinary customers do not understand that the property secured is at stake 
for any debts which are incurred in the future, and that it is not confined to the indebted- 
ness presently being incurred.’ Statute has gone some of the way to protecting ordinary 
customers. Thus the Consumer Credit Act 1974 imposes some curbs: for example, security 
given in relation to a regulated agreement, whether by the debtor or a third party, must 
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Financial Markets (Basle, BIS, 2001); L. C. Ho, The Financial Collateral Directives Practice in England (2011) 
JIBLR Vol. 6, Issue 4, 151. 

* e.g. R. Scott, ‘A Relational Theory of Secured Financing’ (1986) 86 Colum. LR 901. 

5 See Insolvency Law and Practice. Report of the Review Committee, Cmnd. 8558 (London, HMSO, 1982), 
32 (the Cork Committee). 

é See p. 295 earlier. 

” Smith v. ANZ Bank (1996) NSW Con R 55-774 (CA). See generally AIB Group (UK) Ltd. v. Martin [2001] 
UKHL 63, [2002] 1 WLR 94 (HL), cited with approval in Royal Bank of Scotland Plc v Wilson [2010] UKSC 50, 
2011 SC (UKSC) 66; see p. 301 earlier. 
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be in writing. Moreover, a mortgage or charge by a debtor over personal property must be 
embodied in a regulated agreement, and a copy supplied to the debtor in accordance with 
the Act. Similarly, a guarantee or indemnity from a third party must be in the prescribed 
form and have the prescribed contents, and the third party is entitled to copies of the 
guarantee or indemnity and the regulated agreement.’ Further the Consumer Rights Act 
2015 (which re-enacts the same protections as afforded previously by the Unfair Terms in 
Consumer Contracts Regulations 1999) may offer protection from standard term clauses 
which, contrary to the requirement of good faith, create a significant imbalance in the par- 
ties’ rights and obligations, to the detriment of the consumer. 

The weight of academic writing on security has long criticized the law’s untidiness, for- 
malism, and impenetrability to non-lawyers, for which the above is just one ongoing case 
example. These defects provided the impetus for moves to simplify personal-property 
security law, and culminated in the United States in the famous Article 9 of the Uniform 
Commercial Code (UCC) first introduced in 1962. 

Aspects of the Article 9 system which have attracted particular praise are the more 
rational approach to defining security interests, a concern with substance, not form, a 
common set of rules for all security and the comprehensive system of registration of secur- 
ity interests which determines priorities. Article 9 has proved a beacon for law reform- 
ers in common law jurisdictions elsewhere, although so far only Canada, New Zealand, 
and, most recently in 2009, Australia, have adopted it. Recommendations in England 
for an Article 9 system—in particular, the official inquiries conducted by the Crowther 
Committee and by Professor Diamond—were rejected by the government, the banks, 
and City of London lawyers on the grounds that they were unnecessary and costly.” The 
European Bank for Reconstruction and Development published a Model Law on Secured 
Transactions in 1994, which is less elaborate than Article 9."° 

Rationalization of the law of security in England is most likely now to arrive, insofar 
as it continues to apply, from harmonization requirements imposed by the EU: and the 
start of the creation of a more homogenized regime can be found in the requirements of 
the Financial Collateral Directive'' as implemented in the UK by the Financial Collateral 
Arrangements (No 2) Regulations 2003. The Directive defines ‘collateral’ and recognizes 
two types of security over collateral: those involving transfer of title and those that involve 
transfer of possession. The Directive then provides for measures that remove formalities of 
creation and enforcement (Arts. 3, 4), require common remedies of sale or appropriation 
and rights of use (Arts. 4, 5), and provide for cross-border recognition (Arts. 6-9). 

These, however, fall short of the full UCC approach in leaving the variety of types of 
security recognized under national law unaffected. One must first identify a security type 
in national law before categorizing it under the Directive. National security laws are there- 
fore not rationalized by the Directive but rather categorized and subject to mutual recog- 
nition. Further, at present the Directive is confined to security over collateral in the form 
of cash or financial instruments. 


® See R. Goode, Consumer Credit Law and Practice (London, Butterworths, looseleaf), paras. 37.1 et seq. 

° Report of the Committee on Consumer Credit, Cmnd. 4596 (London, HMSO, 1971); A. L. Diamond, A 
Review of Security Interests in Property (London, HMSO, 1989) respectively. 

10 J, Simpson and J.-H. Röver, ‘An Introduction to the European Bank's Model Law in Secured Transactions, 
in J. Norton and M. Andenas (eds.), Emerging Financial Markets and the Role of International Financial 
Organisations (London, Kluwer, 1996); J. Simpson and J. Menze, ‘Ten Years of Secured Transactions Reform’ 
[2001] JIBLF 54; F. Dahan, ‘Secured Transactions Law in Western Advanced Economies’ [2001] JIBFL 60. 
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If the substantive law of security could be more rational, so too could the terminology. 
The notion of personal security has been mentioned. It is not security at all in its strict 
sense in that it is a purely personal obligation not giving any rights against property at all. 
Further, English terminology does not clearly distinguish between the security agreement 
which creates the security, and the property securing the obligation. Article 9 of the UCC 
calls the latter the collateral, which is the term used here. Unfortunately the term collat- 
eral is not used widely by English lawyers or those with a similar common law heritage 
(although the impact of the Financial Collateral Directive in English law may be imposing 
both a terminological change and appreciation of the importance of the distinction). Then 
there is the infelicity, possibly even confusion to the novice, when we deal with securi- 
ties over securities—securities in the latter, quite different, sense being the compendious 
description for stocks, shares, bonds, debentures, notes, and so on. 


I. KEY TYPES‘OP-SECURM Y: PEEDGE, 
MORTGAGE, AND CHARGE 


Article 9 of the Uniform Commercial Code is unusual in adopting a uniform framework 
for security over personal property. By contrast, almost all other systems of law, both com- 
mon law and civil law, have a diversity of security types, each governed by their own rules 
as to creation, enforceability, and priorities. As illustrated by the work at the European 
level to reduce such variation, this can be a source of considerable uncertainty and ineffi- 
ciency in cross-border transactions. Jurisdictions further divide on how extensive secur- 
ity interests may be; whether security can cover non-specified and future property of the 
debtor, or indeed the debtor’s future indebtedness; and whether intangible, as well as tan- 
gible property, can serve as collateral. As a broad generalization, common law systems 
have been remarkably flexible in what security can be created, what it can cover, and how 
it can be enforced. Some civil law systems, such as Germany and Japan, have been rea- 
sonably sympathetic to new forms of security, but others, such as France, Italy, Spain, and 
many Latin-American countries, have been hostile.” 

Among the objections those jurisdictions have had to extensive security is that a debtor 
can give the impression of wealth, even if its assets are subject to security. A registration 
system for security can obviate this objection. Taking security over future property has 
been deprecated in these jurisdictions, because it is seen as preferring the creditor with 
an existing security which automatically extends to the debtor's future property. Again 
techniques such as purchase-money security—which is over new property specifically 
purchased with an advance—can reduce the force of this objection. But there are other 
social policies antipathetical to extensive security, like the pari passu principle alluded to 
previously, which are less easily refuted. 


A. OVERVIEW 


Pledge is a fundamental and time-honoured method of taking security in all, or almost 
all, jurisdictions. It is often commonly referred to as a pawn. It is a possessory security 
which arises by agreement, and in English law enables the pledgee to sell the collateral on 
default, but not to foreclose and take full ownership itself. Similar to a pledge, a lien is also 
a possessory security, which arises by operation of law or agreement. A lien can only arise 


2 P, Wood, Comparative Law of Security Interests and Title Finance (London, Sweet & Maxwell), 2007. 
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on property which has been the subject of a transaction between the parties. It enables 
one party to retain the property until the other pays a debt connected with the thing, or 
the general account which has arisen in respect of similar dealings. An important lien for 
banks is that over negotiable instruments deposited for collection, or for retention until 
maturity, but this does not find much application in security for financing.” 

Apart trom pledges and liens, English law divides security over personal property into 
mortgages and charges. A legal mortgage is constituted by an absolute assignment of own- 
ership to the mortgagee bank, coupled with the right—the equity of redemption—to have 
the property reassigned on repayment. If the power of sale does not arise at law, the agree- 
ment will invariably confer it on the mortgagee. Because a legal mortgage requires the 
transter of ownership of the property, legal mortgages can cover future property, but there 
generally needs to be some novus actus on the part of the mortgagor on obtaining the 
property contemplated by the contract, and designed to implement the promise to secure 
it. No such requirement is needed for an equitable mortgage, which can be constituted by 
an agreement for value to secure both present and future property. On acquisition of the 
asset, the mortgage takes effect as from the date of the agreement. Equitable mortgages can 
also arise trom an agreement for value to give a legal mortgage and on the mortgage of an 
equitable interest. As non-possessory securities, the mortgagor may remain in possession 
of the property. 

Charges, in distinction to mortgages, only take effect in equity. Further, whereas a mort- 
gage involves a transter of the collateral (at law or in equity), the conventional view is that 
a charge is simply an agreement to appropriate that collateral, in the event of default, to 
the satisfaction of the chargee'’s claim. This may not be justified, and a charge may involve 
a proprietary interest. Charges are however, in common with mortgages, non-possessory 
securities such that the chargor may retain possession of the secured property. When a 
charge or mortgage is granted by a natural person (as opposed to a incorporated per- 
son) in writing, over personal chattels it is sometimes called a ‘bill of sale, referencing 
the application of the Bills of Sale Act 1878'' and the onerous requirements of formality, 
registration, and renewal. As such, banks tend to try to avoid using this form of security 
over personal chattels. 

As such banks principally use pledges, mortgages, and charges to take security over per- 
sonal property. Because a prerequisite to pledge is a transfer of possession, however, it has 
a limited, but nonetheless important, scope. Mortgages and charges also feature, but such 
security over personal chattels never took hold in England because of the above obstacles 
under the Bills of Sale legislation. Indeed pledges in certain cases, where the transfer of 
possession is constructive (rather than actual) through some written document, such as in 
an attornment (e.g. a declaration that the good is held to order), will also be a bill of sale 
requiring registration." Hire purchase and other forms of title finance such as leasing have 
been used instead. 

Nonetheless, banks use the mortgage and charge when they take security over intan- 
gibles, in particular over account receivables and contracts, and indeed more generally 


1 Banks sometimes take a ‘letter of lien’ over goods, but in English law this is usually not a true lien and 
will take effect as a pledge, mortgage, charge, or declaration of trust depending on the terms. (So, too, a ‘letter 
of hypothecation:) 

14 As amended by the Bills of Sale Act (1878) Amendment Act 1882. See in particular s. 17 which excludes 
debentures, over stock, and capital, issued by companies and limited liability partnerships. Rather, such securi- 
ties are subject to their own scheme of registration under the Companies Acts legislation. 

15 See Re Far East Structural Steelwork Engineering Ltd. [2006] HKEC 1067 at [30]. 
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from corporate persons. Let us now examine pledge, mortgage, and charge in particular 
banking contexts. 


B. PLEDGING GOODS AND DOCUMENTS 


Banks sometimes use pledge in financing dealers’ stock-in-trade and international trade. 
To obtain the requisite possession of the collateral, the bank is not confined to taking 
actual delivery, which would in most cases be impractical for the bank and potentially 
defeat the purpose of the financing by removing actual possession of trade goods from 
the borrower. 

Fortunately, in some cases, constructive delivery will suffice, for example the borrower 
could contract with the bank to hold goods as the bank's bailee—not on its own account 
as owner—and give the bank the keys to its warehouse, silo, or other premises. So-called 
‘field warehousing —an American idea—builds on this. The goods are set aside in a separ- 
ate part of the borrower’s premises, and movement in and out of it controlled by the bor- 
rower’s staff, who are temporarily employed by an independent field-warehouse company 
acting for the bank. In general, where goods are in the custody of a third party which holds 
them for a borrower, a pledge can be effected by the borrower ordering the third party to 
hold them for the bank, the change being perfected by the third party attorning to the 
bank, that is, acknowledging that it holds for the bank. Unless there is a trust, it seems that 
there cannot be an attornment when the third party holds the borrower's property in bulk 
with those of others, such that it is not identifiable, for example grain in a silo.”° 

In addition to recognizing constructive possession, English law also gives a certain 
flexibility by permitting the pledge of documents, which by their delivery, or endorsement 
and delivery, can pass control of goods or an interest in contractual obligations. Thus bills 
of exchange, promissory notes, certificates of deposit and other choses in possession can 
be, and frequently are, pledged to banks. So too are documents of title, notably bills of lad- 
ing. The fiction is that their delivery is constructive delivery of the goods they represent. 
Thus banks finance importers by taking security over bills of lading, but then release them 
under a so-called trust letter or trust receipt, by which the borrower holds the property 
on trust for the bank or as agent, and may sell the goods, but any proceeds will be held on 
trust for the bank.” 

This is one of those many situations where English law places mercantile advantage 
above doctrinal purity: it is rationalized with the argument that, although the bank is 
relinquishing possession (on which pledge depends), it is doing so for only a restricted 
purpose, and the pledge is thus preserved.'* However, the increased use of non-negotiable 
sea waybills, which are not documents of title, has in more recent times undermined this 
practice, forcing banks to look for more general security. English law also upholds a pledge 
of bearer securities, but it does not as yet recognize a pledge of other securities, or of 
other documents such as hire purchase and credit sale agreements, all of which are choses 
in action but not choses in possession.” Such restrictions are fundamental to possession 
being at the heart of a pledge. 


© Cf. Maynegrain Pty. Ltd. v. Compafina Bank [1982] 2 NSW LR 141, 146-7. On appeal to the Privy Council 
this issue was not discussed: [1984] 1 NSW LR 258. 

7 Re David Allester Ltd [1922] 2 Ch 211, 219, 8 See pp. 528-9 earlier. 

° Harrold v Plenty [1901] 2 Ch 314, 316. Cf. H. Beale, M. Bridge, L. Gullifer, and E. Lomnicka, The Law of 
Personal Property Security (Oxford, Oxford University Press, 2007) at para. 3.32. 
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C. RECEIVABLES FINANCING BY WAY OF SECURITY 


Receivables, or accounts receivable, are the debts owed by customers earned in conduct- 
ing business—the proceeds from sales and from providing services (including rental pay- 
ments and freight). Banks, or at least their factoring subsidiaries, are major participants in 
receivables financing. One method of receivables financing is through the outright sale of 
a company’s receivables. The sale will be at a discount on the face value of the receivables. 
The company obtains immediate payment, although the sale may be with recourse, oblig- 
ing it to indemnify the bank against any losses (primarily bad debts). Another method of 
receivables financing is against the security of the receivables. While it has some merits, 
this has distinct disadvantages.” Notably, the security has, under various regimes applying 
over time, had to be registered as a charge over the company’s book debts. The current sys- 
tem of voluntary registration under section 859A of the Companies Act 2006 in practice 
continues this effect by applying certain sanctions if a charge is not voluntarily registered. 

There is a clear legal distinction between an outright sale of receivables, and a bank 
providing finance on the security of receivables. With the latter the bank has a right to pay- 
ment, and the company a right to redeem. In practice, however, the line between the two is 
blurred. A good example is non-recourse lending on the security of receivables when the 
bank's right to payment is exclusively from the receivables themselves. While presented as 
a loan on security, this is functionally equivalent to an outright sale, since the bank must 
look exclusively to the receivables to be paid. While English courts will determine the true 
character of a transaction when this is not apparent on its face, they are reluctant to go 
behind the legal form chosen in the documentation and recharacterize the transaction.” 

In theory receivables financing by way of security can involve a pledge, charge, or mort- 
gage.” Pledge is impractical, except for certain businesses, since it can only be used over 
a limited range of documentary intangibles. A charge over receivables is, as indicated, a 
mere right to be paid out of the proceeds. There is no transfer of the receivables, and the 
bank cannot take action against the debtors. To enforce the charge the bank’s remedy is 
against the chargor for an assignment of the receivables. Thus in practice if a charge is used 
in receivables financing it will be coupled with a power of attorney, enabling the bank to 
convert it into a mortgage at any time, and to appoint a receiver.” 

Mortgage in the context of receivables financing involves assignment. In general this is 
by way of legal assignment or equitable assignment.” Either the receivables or their pro- 
ceeds can be assigned. There is no objection to assigning receivables to be generated in the 
future, although this should be a present assignment of future receivables, rather than a 
contract to assign receivables in the future. The assignment will give the bank the power to 
enforce any of the receivables (although in the case of equitable assignment it must join the 
company in any proceedings). However, it will not be bound to do so, and the agreement 
will provide that it is not responsible if it does not. Any moneys received by the company 


2 Salinger on Factoring (5th edn., London, Sweet & Maxwell, 2016). 

2! Lloyds and Scottish Finance Ltd. v. Cyril Lord Carpets Sales Ltd. [1992] BCLC 609 (HL); Welsh Development 
Agency v. Export Finance Co. Ltd. [1992] BCLC 148, [1992] BCC 270 (CA); Orion Finance v. Crown Financial 
Management [1996] BCC 622 (CA). On Demand Information plc v. Michael Gerson (Finance) plc [2002] UKHL 
13, [2002] 2 WLR 919 (HL). Cf. Agnew v. Commissioners of Inland Revenue [2001] 2 AC 710 and Lord Millet's 
two-stage approach of: (i) determining the factual obligations agreed; and (ii) what is the legal effect of those 
obligations. i 

22 It js doubtful that there can be an attornment of a receivable. R. Goff and G. Jones, The Law of Unjust 
Enrichment (9th edn., London, Sweet & Maxwell, 2016), Ch. 6. 

23 F Oditah, Legal Aspects of Receivables Financing (London, Sweet & Maxwell, 1991), 96. 


24 See pp. 479-83 earlier. 
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on payment of the receivables may be held on trust for the bank. In the agreement the 
company will usually make certain representations and warranties as to the nature of the 
debts being assigned, for example that they are valid. Assignment of debts represented by 
documents will turn on the instrument: for example, a negotiable instrument is assigned 
by delivery if to bearer, and by endorsement and delivery if to order. 


D. SECURITY OVER CONTRACTS—PROJECT FINANCE 


In particular circumstances banks take security over the contracts a company has entered. 
The leading example is in project finance. It is often said in this context that security is 
defensive, especially when the project is in an emerging economy: the bank may be unable 
to realize much of the collateral, so that the best it can obtain is a priority over third-party 
claims. Certainly the government in the jurisdiction of the project may not consent to the 
enforcement of any security taken over the licence or concession it has granted. Seizing the 
operating assets may be of little use (e.g. rigs, pipelines), although not if they can be read- 
ily moved and sold (e.g. diggers, platforms). However, the contracts the project company 
has entered—the project contracts—can offer valuable collateral. For example, taking 
security over a right to receive tariff payments under a throughput contract is an obvi- 
ous course if the project being funded is something like an oil or gas pipeline. Similarly, a 
long-term supply contract is especially valuable collateral, especially if the buyer is obliged 
to pay the project company even if it is unable to take the product (a take or pay contract). 

There are few problems in English law in assigning rights under a contract by way of 
security. With project contracts, the rights assigned will not be confined to payments 
under the contract but will extend to all benefits and interests, present and future, even if 
the contract is varied. One obstacle is if there is a restriction on assignment in the project 
contract, for this means that the consent of the other party—the construction company, 
the user in a throughput project, or the buyer in a production project—must be obtained. 
Moreover, even if consent to assignment by way of security is obtained, this does not 
necessarily extend to assignment by way of sale on execution of the security. In practice, all 
parties involved will have understood that bank finance is not available without security 
over the project contracts, so that generally consent will have been built in at the outset.” 

It has been said that a further obstacle to taking security over project contracts is that the 
identity of the project company is a matter of fundamental importance to the other parties. 
Therefore contractual rights, other than to payment, are too ‘personal’ to be assigned.” 
In practice, as indicated, other parties to project contracts would have understood from 
the outset that there was to be assignment to the bank, and a contractual provision to this 
effect removes any objection on this score. Consent to assignment will invariably be a con- 
dition precedent to draw-down and covered by elaborate direct agreements. 

In the assignment agreement the project company will typically make various represen- 
tations and warranties to the bank as to the enforceability of a project contract, and that it 
has not otherwise been assigned or encumbered. It might also represent that there are no 
equities between it and the other contracting party which are to the detriment of the bank. 
Despite the assignment, the project company will remain liable to perform any obligations 
arising under the project contract. Conversely, the other party to the contract will remain 


5 See P. Wood, Project Finance, Subordinated Debt and State Loans (London, Sweet & Maxwell, 1995), App., 
pt. 1, § 4, 227. 

*° e.g. G. Vinter, Project Finance (2nd edn., London, Sweet & Maxwell, 1998), 94, 103, 149. 

7 J, Lehane, ‘Project Securities’ [1983] AMPLA Yearbook 183, 186. 
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liable to perform, and cannot argue because of the assignment that its liability for damages 
disappears into a ‘black hole: 

Typically the project company will covenant to give notice of the assignment to the 
other party and to use its best endeavours to procure an acknowledgment and consent 
from it. It will also consent not to agree to any material variation or release, nor to ter- 
minate a project contract. The bank will not be obliged to take any action under a project 
contract. Of course the bank will be able to enforce its security. Often in project finance 
security is as much to enable the bank to carry on the project contract as to sell it. The 
power of attorney in favour of the bank underpinning this possibility has been mentioned. 


E. THE FLOATING (UNIVERSAL BUSINESS) CHARGE 


Many legal systems eschew the notion of a universal security over all a company’s assets, 
whether specified or not, and whether present or future. In many civil law countries like 
France security over a business’ assets is effective only if the assets can be identified, which 
tends to exclude raw materials and stock in trade. These, and intangibles such as receiv- 
ables and intellectual property rights, may serve as collateral in other ways. Countries such 
as Germany are less onerous in requiring the collateral to be specified. But no civil law 
jurisdiction has an instrument as favourable to the banks as the English floating charge. In 
the US, Article 9 UCC provides for a floating lien of similar effect, but wider in application 
in that it may be created by natural as well as legal persons, whereas the English floating 
charge is confined to companies because of the Bills of Sale legislation. 

Central to bank financing in England and a considerable number of Commonwealth 
jurisdictions is the floating charge. The typical floating charge covers all assets in a com- 
pany’s possession from time to time, even if unspecified. It includes both present and 
future assets of the company. The collateral under a floating charge will extend beyond 
goods to include securities, receivables, and other intangibles such as intellectual prop- 
erty rights. A company can deal with all of these in the ordinary course of business until 
the charge crystallizes (which can be automatic or on the occurrence of specified events) 
which is the hallmark feature of a floating charge.” Thus it can create a second floating 
charge (although it will rank after the first), and a company’s other creditors can set off 
debts they owe the company against what it owes them. In this light the floating charge 
is best conceived of as a present security in a shifting fund of assets, which the company 
is free to manage in the ordinary course of its business. Agreements made prior to 15 
September 2003 constituting a floating charge will invariably include a power in the event 
of default (widely defined) to appoint an administrative receiver without resort to the 
court. However, this has effectively been abolished by section 250 of the Enterprise Act 
2002, inserting new sections 72A-72H into the Insolvency Act 1986, for floating charges 
created after this date, subject to certain exceptions for capital and financial market and 
project finance transactions. For such charges that are sufficiently old or fall within a rele- 
vant exception, discretion can be conferred on the administrative receiver to recoup the 
lender by carrying on business, or by selling assets without any application to the court. 


28 Bovis International Inc. v. Circle Limited Partnership [1995] NPC 128. See D. Petkovic, ‘Security over 


Contracts in Project Financings’ (1996) 14 IBFL 81. . 
2 The classic descriptions are in Illingworth v. Houldsworth [1904] AC 355, 357, 358; Re Yorkshire 


Woolcombers Association Ltd. [1903] 2 Ch. 284, 295 (CA). See also Smith (Administrator of Cosslett (Contractors) 
Ltd.) v. Bridgend CC [2001] UKHL 58, [2001] 3 WLR 1347, [2002] 1 All ER 202 (HL); Re Spectrum Plus Ltd 
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There are some legal limits to the creation of a floating charge. Under section 245 of 
the Insolvency Act 1986 a floating charge is invalid within the suspect period—in the case 
of most bank lending, 12 months—except to the extent of new value provided by way of 
consideration for the creation of the charge. Up to 6 April 2013, under section 874(1) of 
the Companies Act 2006 (and predecessor regimes), a registrable, but unregistered, charge 
is void as against the liquidator, administrator, and any creditor of the company. The ref- 
erence to other creditors must be read restrictively: only creditors who subsequently take 
security in the property the subject of the unregistered charge can claim it is void and 
deferred to their claims. Section 874(3) specifically provided that the avoidance of a charge 
under subsection (1) is without prejudice to the repayment obligation, and indeed the 
money secured becomes immediately repayable. Presumably acceleration is justified on 
the basis that the lender should not have to leave his now unsecured moneys out for the 
full period contemplated by the security. On the other hand, if lenders had to do this it 
would provide a powerful incentive to secure registration. 

Since 6 April 2013, the above regime of registration was replaced with a new UK-wide 
regime in applying to charges created after this date (with the previous regimes continuing 
for previous charges). The changes are largely administrative to streamline the registration 
process. The notable substantive differences are the removal of the criminal offence of 
failure to register a charge and the inclusion of all charges as registrable subject to a list of 
specific exceptions, in distinction to the previous inclusive approach, so as to lend clarity 
particularly in light of innovative charges. Note, however, the above mentioned section 
874 on registrable charges being void if not registered is replicated in the same terms in the 
new regime at section 859H of the Companies Act 2006. 

A bank with a floating charge historically had the power to block the appointment of 
an administrator per section 9(3) of the Insolvency Act 1986. Thus in the past, although 
a bank was sufficiently protected by specific security, it would often take a ‘featherweight 
or ‘lightweight’ floating charge to be in the position to do this. However, this ability to 
block administration has been removed and such a charge holder rather has the power 
to appoint an administrator itself without court order, per Insolvency Act 1986, Schedule 
Bl, paragraph 14. A bank with a fixed charge obtains other advantages, such as tighter 
control over the collateral, and a priority in relation to the claims of preferential creditors 
and to the expenses of any administration or liquidation which a floating charge holder 
does not enjoy. 

Whether a bank's charge over book debts is a fixed or floating charge has led to a raft of 
litigation. One line of authority, now disapproved, favoured freedom of the parties, or at 
least the banks, to create a fixed charge by the company undertaking not to dispose of the 
book debts and paying their proceeds on collection into an account with the bank, without 
restriction on the use of the account.” Clearly this method could only be used by banks 
with which the company had a current account. The justification was that a debt and its 
proceeds can be separated and a fixed charge created over the former but not the latter. 
While this separation is still possible in theory, it is said by the second line of authority 
to make no commercial sense since ownership of a debt is worthless if it carries no right 
to proceeds.*' This second line of authority, which is now dominant, is that it is not suffi- 
cient, if there is to be a fixed charge, for the company simply to undertake not to dispose 
of debts to third parties. A right of the company to destroy the debts by collecting them in 


*° Siebe Gorman & Co, Ltd. v. Barclays Bank Ltd. [1979] 2 Lloyd’s Rep. 142. Cf. Re New Bullas Trading Ltd. 
[1994] BCC 36, [1994] BCLC 485 (CA). 

3L Agnew v. Commissioner of Inland Revenue [2001] UKPC 28, [2001] 3 WLR 446 and In re Spectrum Plus 
Ltd [2005] UKHL 41, [2005] 3 WLR 58. 
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its accounts for its own ends is said to be inconsistent with a fixed charge. This approach 
seems inconsistent with the way English law generally attempts to facilitate commercially 
beneficial transactions, but delivers increased certainty to the distinction between the 
charges.” Under this second line of authority an effective fixed charge over book debts 
is subject to two conditions—that they cannot be disposed of without the bank’s consent, 
and that they are paid into a separate bank account with withdrawals actually being con- 
trolled by the bank.” Since the latter is likely to impede a company’s main source of cash 
flow, banks are not generally likely to be able to take a fixed charge over book debts. If any 
charge is to be taken, it will need to be a floating charge. 


III. SOME CURRENT ISSUES 


Although the general principles of security law are well-established, there is considerable 
ferment regarding their application in particular contexts. A hardy perennial in English 
law is whether a bank can take a charge over a customer's deposit with itself, known as a 
‘charge back. There is an argument that this is conceptually impossible: how can a bank 
have a proprietary interest in its own obligation to pay its customer? However, there is now 
clear authority that banks can take security over debts they owe customers (e.g. deposits, 
accounts). Other jurisdictions such as Hong Kong, Singapore, and the Cayman Islands 
have put the matter beyond doubt by legislation permitting charge backs. To the same 
effect banks can take a contractual set-off, which enables them to withhold payment of the 
cash deposit pending ascertainment of the customer's liability on any loan account, and to 
combine the deposit with the loan account deficit.” 

This section examines three broad areas of security law of great practical import- 
ance which in recent times have experienced considerable change. Taking security over 
securities—the first to be examined—must face the problems thrown up by changing 
technology, in particular the immobilization and dematerialization of securities. Quasi- 
security—the second area examined—has a long history but has rather suddenly become 
central to the efficient operation of securities markets in the form of ‘repos’ (sales and 
repurchases). Thirdly, there is some discussion of the problems arising with cross-border 
security, a regular feature of international financing. 


A. SECURITY OVER SECURITIES 


A bank may take security over a customer's securities, i.e. over stocks and shares (so-called 
equity) or over debt securities such as bonds, debentures, certificates of deposit, or the like. 
The securities may be bearer securities, so that title passes by delivery of the instrument. 
Otherwise the securities are registered securities, and generally speaking title does not 
pass until the transfer is registered with the issuer. However, this will turn on the rules of 
the issuer, and the law of the jurisdiction where it is located. A bank may be reluctant to 


32 R. Gregory and P. Walton, ‘Fixed and Floating Charges—A Revelation’ [2001] LMCLQ 123; cf. D. Capper 
‘Spectrum Plus in the House of Lords: The Victory of Substance over Form in Personal Property Security Law’ 
[2006] 6 JCLS 447. 

33. Re Holidair Ltd. [1994] 1 IR 416 and see In re Spectrum Plus Ltd. at para. 54. 

3 In Re Bank of Credit and Commerce International SA (No 8) [1998] AC 214, [1997] 4 All ER 568 (HL). See 
generally G. McCormack, ‘Security Interests in Deposit Accounts’ [2002] Insol. L. 7. 

35 See Financial Law Panel, Security Over Cash Deposits (London, FLP, 1994) and Security Over Cash 
Deposits. A Supplemental Practice Recommendation (London, FLP, 1996). 
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take securities which are not listed on an exchange, because of the problems of valuation 
and of disposing of them if the security is realized. Often as part of a wider security pack- 
age, however, a bank may take security over the shares a parent has in its subsidiaries. If 
the bank needs to execute the security, it may be able to sell off the whole group. 

In England it is possible to pledge bearer securities by handing over the certificates 
themselves. Registered securities cannot be pledged. Security over them is a matter of cre- 
ating a mortgage or charge. Constituting a legal mortgage, by transferring the shares into 
the name of the bank or its nominee, has the disadvantage that the bank must account for 
dividends etc. and otherwise be involved in the administrative work of holding securities. 
Customers can agree to create a legal mortgage, and although this constitutes an equitable 
mortgage it leaves the door open to fraud, since without more the bank does not have 
control over their disposition. The risk is that in the event of the mortgagor's fraud (e.g. 
it is able to persuade the issuer to effect another mortgage or a sale) a third party can get 
priority over the bank if, acting bona fide and without notice, it becomes the legal mort- 
gagee or transferee.” 

More casual arrangements are fraught with danger. Take a situation where A simply 
agrees that its securities portfolio is to be security in favour of the bank. At most this con- 
stitutes a charge. Assume the securities are specified, but that the agreement gives A the 
right to substitute other securities, albeit that A must furnish the bank with a description 
of the substituted securities. A may be a broker or financial institution with a portfolio of 
securities which is constantly shifting. Giving A the liberty to deal with the securities in 
this way is the badge of a floating charge, so that under section 859H (previously s 874) of 
the Companies Act 2006 it is void if not registered (unless exempt from registration under 
the Financial Collateral Arrangements (No 2) Regulations as a security financial collateral 
arrangement). Prior to 6 April 2013, the only other way this result may be avoided is to 
state that a fixed charge is intended—generally a fixed charge need not be registered unless 
over book debts—and to fetter As discretion to substitute, with the bank actually vetting 
the process: however under the new regime fixed charges are registrable.” 

All this is relatively straightforward. Complications are introduced, however, by the trend 
towards electronic and decentralized market practices. In particular, the Uncertificated 
Securities Regulations 2001 allows for securities to be evidenced electronically, and will 
usually be held and transferred in an electronic system, such as CREST. To reduce trans- 
action costs and risk, securities are increasingly in such central custodial and settlement 
systems. The securities are fungible: a party (A) with securities in the system will not be 
entitled to the return of exactly the same, but only of equivalent, securities. Transfer of 
A's securities to B will be effected by a movement on their accounts with the system. The 
securities will remain immobilized and unidentified unless taken out of the system. If 
dematerialized, so there are no definitive instruments, the securities will never be identi- 
fied other than through their presence and movement on the accounts. Further, A may 
have a fractional beneficial interest in the securities held by the system.” 

There are various ways of creating security in these circumstances. Say A wishes to give 
security to a bank, and both A and the bank are members of the system. First, A can con- 
tract to the rules of the system which lay down a means of giving security to be enforced 
by the system (‘the rules method’). Secondly, as there is a link between securities and rights 


% See MCC Proceeds Inc. v. Lehman Brothers International (Europe) [1998] EWCA Civ 3068, [1998] 4 All 
ER 675 (CA), 


*” See Re Lin Securities Pte. Ltd [1988] 2 ML] 137 (Sup. Ct. Singapore); Dresdner Bank A.G. v. Ho Mun-Tuke 
Don [1993] 1 SLR 114 (CA, Singapore). 


*8 See pp. 451-6 earlier. 
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against a system as choses in action, existing security law provides the platform for fur- 
ther solutions. There may be nothing in the rules to prevent A creating a mortgage by an 
outright transfer of its interest in the securities to the bank (‘the mortgage method’). The 
mortgage would be recorded in an agreement. The bank would be obliged to retransfer A's 
interest in the securities on repayment. Thirdly, and similarly, A may be able to transfer 
the securities into a separate account in its own name, but designate it as being held for 
the bank (the ‘designated-account method’). The bank's security interest here is an equit- 
able charge over the right to the shares. A’s interests are unconditionally appropriated to 
the bank’s security interest. Clearly there are dangers with the designated account method, 
since A may deal with the securities to the detriment of the bank, which has no control 
over the account. 

The important point is that with all these methods of creating security over securities in 
a central custodial and settlement system—the rules method, the mortgage method, and 
the designated-account method—the bank has not perfected any security interest in the 
underlying securities. It could be said that this should not matter, at least with the first two 
methods. If A complies with the rules for giving security to the bank (the rules method), 
it will be to the bank and it alone that the system is prepared to account. The system will 
allow it to sell on default. The system, its members, and issuers are after all bound by the 
rules. With the mortgage method, the bank will be recorded as owner in the accounts kept 
by the system, and so again the system will recognize a sale by it if it sells to enforce its 
security interest. The designated-account method is a greater problem, because ultimately 
it may involve applying for a court order for A to transfer the securities to the bank. 

A further complication is that often securities are held by a custodian and managed on 
behalf of their owner by a fund manager. It may be the custodian or fund manager who 
has the relationship with any custodial and settlement system. The system may hold the 
securities to the order of them, rather than to that of the owner. Even though they may 
hold the securities on behalf of them, since the owner does not have any direct relationship 
with the system, it will not be able to use it to create a security interest over a property right 
to the shares held in that system. 


B. QUASI-SECURITY—REPOS AND STOCK LENDING 


There are a range of devices which, while functionally equivalent to security, are intended 
as a matter of law to amount to something different. Contractual set-off, negative-pledge 
clauses, and subordination agreements are examples encountered earlier in this book. 
These do not constitute a security interest, since they do not involve rights in an asset 
which bind third parties generally. English courts generally respect the legal form the 
parties impose on a transaction and do not recharacterize it in another way. A number 
of important consequences flow from characterizing such devices as other than security. 
Importantly, quasi-security does not have to be perfected to preserve its validity and prior- 
ity in insolvency. It may not be caught by contractual restrictions, such as negative-pledge 
clauses.” As far as banks are concerned, whether a transaction falls into one category 
rather than another can have implications for their capital adequacy, and tax and account- 
ing requirements. 

Repos are another quasi-security device. ‘They consist of a spot sale and a forward pur- 
chase of property—typically securities—by a seller. Sellers can raise money from buyers, 
who have ‘security’ in the form of the securities they have purchased for the duration of 


3 See p. 433 earlier. 
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the agreement. Thus the market-maker in securities can finance its inventory, and the fund 
manager can also raise short-term moneys, without disturbing its underlying, portfolio. 
The repurchase price which the seller must pay will reflect the use which it has had of the 
buyer’s money, i.e. an ‘interest’ component. Repurchase may be at a certain time or on 
demand by either party. Central banks use repos as an instrument of monetary policy as 
equivalent to lending. 

When banks undertake repo transactions, the securities will be transferred between 
the parties by use of the various electronic securities settlements systems for government 
and commercial securities. Others without ready access to these systems may be confined 
to hold-in-custody or non-deliverable repos, where the securities remain with the seller. 
Clearly this involves risks, for example the seller entering into more than one repo in rela- 
tion to the same securities. To overcome the risks, a third-party bank may take custody of 
the securities on behalf of the buyer. 

The standard repo is functionally equivalent to a loan of money on security, since the 
lender (buyer) owns the securities for the duration of the agreement. There is some Anglo- 
American authority that repos constitute a loan on security, with consequences such as 
invalidity through a failure to register as such.” 

The standard master agreements now in use for repos in the London, New York, 
and other markets seek to avoid such adverse consequences by carefully characterizing 
the transactions concluded under them. For example, the Global Master Repurchase 
Agreement’! is worded as applying to transactions in which one party (‘seller’) agrees to 
sell to the other (‘buyer’) securities and financial instruments (other than equities, and 
net-paying securities) (‘securities’), against the payment of the purchase price by buyer to 
seller, with a simultaneous agreement by the buyer to sell to the seller securities equivalent 
to such securities at a date certain, or on demand, against the payment of the purchase 
price. Consistently with their usual approach to matters of form and substance in com- 
mercial transactions, English courts should not penetrate behind this characterization as a 
sham for which there is some support in recent authority.” There is no equity of redemp- 
tion or specifically enforceable right for the seller to have the securities returned: the 
agreement simply provides a right to have equivalent securities. 

The standard documentation for repos also covers matters such as the ability to call 
margins, or to reprice if the value of the securities falls; substitution; events of default; 
and a close-out/netting provision in the case of insolvency. The latter is important, since 
without security the non-detaulting party is simply an unsecured creditor. Annexes to 
the documentation can take into account the characteristics of particular securities. For 
example, the Bank of England had published an annex to the Global Master Repurchase 
Agreement (2000 version) for London to cater for government securities (gilts), enabling 
a netting of obligations under gilt repos with non-gilt repos. 

Stock lending is a variation of the repo. It is an integral feature of efficient securities 
markets, enabling timely settlement and liquidity. A fund manager or securities dealer 
‘borrows’ securities when it has gone short or there are delays in settlement. It undertakes 


© eg. Chase Manhattan Asia Ltd. v. Official Receiver and Liquidator of First Bangkok City Finance Ltd. 
[1990] 1 WLR 1181, [1990] BCC 514 (PC); RTC v. Aetna Cas & Sur. Co. of Illinois, 25 F 3d 570 (7th Cir., 1994). 

“ Published by International Capital Market Association, A 2011 version of the Global Master Repurchase 
Agreement (GMRA) replaces the original 1992 version, revised in 1995 and 2000. See R. Nowinski ‘Commodity 
Finance: Is There a Role for Repurchase Transactions?’ (2012) 27(11) BJIB e> FL 695-7. 

#2 See Re Lehman Brothers International (Europe) (In Administration) [2011] EWCA Civ 1544; [2012] 2 
BCLC 151; and Mills v. Sportsdirect.com Retail Ltd. [2010] EWHC 1072 (Ch); [2010] 2 BCLC 143 at [88]. 

" See, e.g., Stock Lending and Repo Committee, Gilt Repo Code of Best Practice (London, Bank of England, 
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to return securities of the same type, value, and denomination. On the other side of the 
equation are those such as custodians, who obtain their customers’ permission to lend the 
securities. There is a fee paid to the ‘lender’ for use of its securities which, in the case of a 
custodian, is shared with its customers. 

The seller of the securities in a stock-lending transaction will take other securities with 
similar risk characteristics. This is provided for in the standard stock-lending agreements, 
along with an obligation to mark to market so that adjustments to the ‘collateral’ can be 
made if there has been a decline in its value. The agreements are also drafted to ensure that, 
in the event of default by one party, the non-defaulting party has an unencumbered right 
to close out and set-off. The ‘borrower’ is obliged to pay the ‘lender’ all cash benefits, such 
as dividends, arising in respect of what is borrowed. 

At one time the standard agreements provided that, although absolute title was to pass 
in relation to the stock lent, the collateral was transferred by way of security." Fears that 
this constituted a floating charge requiring registration led to a change in the standard 
agreements from the early 1990s. Absolute title to the ‘collateral’ now passes under the 
standard documentation and, as with repos, the only right of the lender is to have equiva- 
lent securities. For this reason the right of set-off on a borrower’s default is crucial, since 
the lender does not have a secured interest. 


C. CONELICT OF LAWS 


It is not unusual for a commercial financing, and the security associated with it, to have 
a cross-border element. Borrowers may have assets in more than one jurisdiction, or the 
credit itself may be directed to an entity abroad. Yet the English rules of private inter- 
national law governing security are not always clear. There is relatively little authority, and 
often it is quite old. The commentators are sometimes in conflict. Even recent authority 
lacks unanimity of approach. 

Many countries adopt the lex situs as the paramount influence in relation to the propri- 
etary effects of a transfer of property, including a transfer of property by way of security. 
The proper law of a security transaction is not favoured, for then the parties themselves 
could determine its effects on third parties. Following this line it would seem to follow 
that, whether security over securities has been perfected should also be determined by the 
lex situs. The same rule should also apply to negotiable instruments. But what is the lex 
situs? One approach is to say that the lex situs of securities is the place of incorporation of 
the issuer. Another approach is to say that the lex situs is the place where the securities are 
situated.* In the case of registered securities, this is normally where the register is kept. In 
the case of negotiable securities, this is where the pieces of paper representing the securi- 
ties are at the time of transfer. Presumably with immobilized securities, which are not 
registered, where the securities are situated is where the relevant depository/settlement 
system is located.“ So too, with dematerialized securities, although there is an argument 
that the concept of lex situs is artificial when applied to an intangible, so that it would be 
preferable for English conflict of laws to embody a direct rule applying the law of the place 
of the depository/settlement system.” 


“ T. Herrington, “The Legal Structure of Stock Lending in the UK, 10 IFLR, No 8, August 1991, 22. 
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However, where legislation in jurisdiction such as in the United States and Belgium pro- 
vides that the applicable law is the law of the place of the relevant depository/settlement 
system maintaining the securities account, it is by means of creating a security entitlement 
or a co-ownership right, ie. what would ordinarily attract the lex situs rule.* The place of 
the relevant depository/settlement system maintaining the securities account is also the 
solution to the conflict of laws problem adopted in Financial Collateral Directive.” 

It seems that a foreign company can validly contract under English law to give a floating 
charge over its English assets. So long as the company has the power to grant a mortgage 
under the law of its place of incorporation, it is immaterial that the latter does not recog- 
nize the floating charge.” However, a floating charge given by an English company may 
not be recognized by the law of a foreign jurisdiction where certain assets of the company 
are situated. Prudence requires that security over them should be taken in accordance 
with that law. Even if the foreign jurisdiction does recognize floating charges, local regis- 
tration is obviously the sensible course. But the question of who can act for a company is 
typically regarded by legal systems as a matter of the lex domicilii. If English law recognizes 
an administrative receiver appointed under a floating charge with power to sell, a foreign 
jurisdiction may as well. 

As for assignment—a legal basis for security over contracts and other choses in action— 
the result of the Rome Convention is that matters concerning it are now determined 
according to the proper law of the contract or chose, as also is the relationship between 
the assignee and the debtor/obligor, and whether the debtor/obligor’s obligations are 
discharged.*' Thus the law governing the contract, debt, or other chose determines how 
notice of the assignment is to be given to the other party/debtor, the effect of that notice, 
what force prohibitions on assignment have, and who has priority in the event of succes- 
sive assignments whether fraudulent or by mistake of the same contract, debt, or other 
chose.” The mutual rights and obligations of assignor and assignee are determined by the 
proper law of the assignment.” 


LV. INEBLBEGTIY BaS EGR Y 


If something goes wrong with the security or part of a security package, what are the 
consequences for the bank? At one level the security might simply lose priority: a bank 
remains secured, but it is postponed to others. Beyond that the security might be inef- 
fective, but only for some purposes. The solution of partial voidness for non-registration 
under section 859H (formerly 874) of the Companies Act 2006 is an example. If the secur- 
ity is ineffective, a number of questions arise. Will a court in setting aside the security 
impose any terms on the party seeking this outcome? Does ineffectiveness annul the obli- 
gation to repay any credit the bank has advanced as part of the transaction? As to the lat- 
ter, the legislation may provide a definite answer, as with the Companies Act which states 


* UCC $§ 8-110; 9-103 (b)(d). See J. Rogers, ‘Policy Perspectives on Revised UCC Article 8’ (1996) 43 
UCLA LR 1431, 1449-57. For Belgian law: L. De Ghenghi and B. Servaes, ‘Collateral Held in the Euroclear 
System’ [1999] JIBFL 83, 84-7. 

© Art. 9, Directive 2002/47/EC of the European Parliament and of the Council of 6 June 2002 on financial 
collateral arrangements. 
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5 Rome Convention on the Law Applicable to Contractual Obligations, Art. 12(2). 

5 See Raiffeisen Zentralbank Österreich AG v. Five Star General Trading LLC [2001] EWCA Civ 68, [2001] 
QB 825, [2001] 3 All ER 257 (CA). 
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explicitly that this is not to be the consequence of non-registration of a charge. In other 
cases the courts have struggled against the draconian result of nullity. Conceptually this 
might be justified, in that the ineffective security can be severed from the payment obliga- 
tion. Even if severance is not possible, a restitutionary action may survive, at least for the 
principal sum advanced.** 


A. VITIATING FACTORS IN FORMATION 


An issue which regularly exercises the minds of those in commercial practice is whether 
security is vitiated because the company officers have not addressed adequately the issue of 
its commercial benefit to the company. Clearly the issue does not arise when the company 
is giving security to support its own financing, but it can raise its head when the company 
gives a guarantee or security to support borrowings by others, for example other members 
of a corporate group. The requirement of commercial benefit derives from the obligation 
of company officers to act bona fide in the interests of the company. A director, per section 
172 Companies Act 2006, ‘must act in a way he considers, in good faith, would be most 
likely to promote the success of the company for the benefit of its members as a whole’ 
Their natural tendency is to look to the interests of a corporate group as a whole, and while 
this does not automatically vitiate the security their company has given to a member of 
the group to support a loan to another member of the group, it potentially exposes it to 
attack.” 

The company granting security must be able to show direct benefit (e.g. part of the loan 
ultimately has flowed through to it) or indirect benefit (a financial strengthening of the 
group, of which it is an integral part). Downstream security by a parent company in favour 
of its subsidiaries is more likely to survive scrutiny than upstream security, especially if a 
subsidiary could have survived insolvency had it not given the security. A bank, knowing 
that security is not in the interests of the provider, cannot enforce it. In practice doubts 
can be overcome by having the company in a general meeting ratify the grant of security 
under section 239 of the Companies Act 2006, although this raises another set of issues, 
for example ratification is ineffective if the company giving security is insolvent.” 

Fraud and duress obviously render a security contract voidable in law and equity; if 
the innocent party so elects the contract is avoided ab initio. Similarly, contracts of secur- 
ity may be set aside in equity as a result of innocent misrepresentation, equitable fraud, 
undue influence, and unconscionability.” In these categories of cases as well, rescission 
dissolves the security completely, rather than merely discharging the parties from future 
performance. Statute, however, enables a court to declare a security subsisting in the event 
of an innocent or negligent misrepresentation of, say, a minor nature: the victim is denied 
rescission and receives damages instead.” All this is trite law, but it should not be over- 
looked that normal equitable principles apply when security is set aside in equity. The nor- 
mal equitable defences of laches, acquiescence, and confirmation may be invoked. 
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As regards remedies, equity will order the delivery up of a security instrument for can- 
cellation. An account may be ordered to be taken, and terms imposed. If the parties cannot 
be restored to their precise original positions by the setting aside of the security, the court 
will look at all the circumstances and do what is fair and just in practical terms. Where 
there is no deceit or intention to defraud (e.g. innocent misrepresentation), a court will be 
less ready to pull a transaction to pieces, but in cases of conscious fraud it will exercise its 
jurisdiction to the full.” Equity couches its relief in such cases, guided by broader consid- 
erations such as the equitable maxims, for example those who seek equity must do equity 
or come with ‘clean hands’. This maxim has been used in cases of illegal money-lending 
where, for example, borrowers sought to have security declared void. It would be wrong 
to think that equity confines these broader considerations to cases involving restitutio in 
integrum. Restitutio in integrum will often be irrelevant in this sort of case, for example a 
surety receives no benefit that can be required to be restored. The mere fact that on the 
basis of a guarantee the bank has advanced moneys, which it will be unable to recover 
save from the security, may not in itself (on restitutio in integrum principles) preclude 
rescission. 

Somewhat surprisingly, the courts have turned their back on this learning where secur- 
ity is rescinded where the bank taking it is implicated in the misrepresentation, undue 
influence, or legal wrong of others.*! The typical situation, as in O'Brien itself, is the hus- 
band inducing his wife, by misrepresentation or undue influence, to give security over 
her share in the matrimonial home to support his business debts with the bank. A matter 
which the House of Lords in O’Brien left open was whether a wife, who establishes that 
the bank had constructive notice of the husband’s wrongdoing, can have the security set 
aside in toto, or whether in particular circumstances she can do so only on terms. (In fact 
in that case the O’Briens did make a payment of £60,000 to Barclays at an interlocutory 
stage of the proceedings, after the trial judge had ordered possession, suspended on terms 
that that amount be paid. This seemed to do justice, in a general sense, since Mrs O'Brien's 
case on appeal was that, although it was an all-moneys charge, her husband's misrepresen- 
tation, and her understanding, was that the charge was limited to £60,000.) Subsequently 
the Court of Appeal held that, in an O’Brien situation, it is not open for a court to set 
aside a security on terms that a wife acknowledges it is valid for the amount which was 
actually represented to her.“ It is noticeable that the court recognized the morality, per- 
haps even the justice, of requiring the wife to acknowledge the security in the amount she 
intended to grant. It seems unfortunate that it held that terms could never be imposed to 
achieve practical justice for both parties. Notice, however, that where on O’Brien or Etridge 
grounds security is not effective in relation to the indebtedness on the husband's business 
account, it can still bind the wife in relation to other indebtedness covered by it such as in 
relation to the home mortgage, or take effect as an equitable mortgage on the husband's 
interest in the property.” 


5° Spence v. Crawford [1939] 3 All ER 271, 283-5, per Lord Wright. 
6° See Mackenzie v. Royal Bank of Canada [1934] AC 468 at 476 (HL). 
61 See pages 298ff. 
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B. NON-COMPLIANCE WITH FORMALITIES 


There are various kinds of formalities in the case of a contract of security. The simplest 
is that the security be in writing. It is still possible for some security to be created orally, 
as in the case of a commercial pledge of goods. Even here there will usually be writing in 
practice, because the bank will not take physical possession of the goods. Both directly 
and indirectly, statute now obliges writing for many forms of security. For example, the 
enactment of section 2 of the Law of Property (Miscellaneous Provisions) Act 1989 means 
that, even if it were possible previously, a deposit of title deeds will not of itself operate as 
an effective equitable mortgage or charge.“ Statutory registration requirements for secur- 
ity mean that, as a practical matter, it must often be in written form, even if writing is not 
required as a matter of law. 

What of the consequences of non-compliance with the formality of registration itself? 
The idea of registration is to perfect a security interest, i.e. to make the security effective 
against third parties (other than the borrower). Banks, others contemplating taking secur- 
ity, and purchasers can check the register to see whether there is security already. As a mat- 
ter of legislative policy non-registration could be made to affect priority; secondly, it could 
render a secured lender unsecured; or, thirdly, it could invalidate the security completely, 
and possibly also other rights a lender might have. 

Perhaps the best-known registration requirement in England is for company charges 
currently contained in sections 859A-H of the Companies Act 2006. The Act does not lay 
down a system of priorities, although in practice registration may affect priorities if a third 
party thereby obtains actual notice of a previous charge. Instead, the Act provides that 
failure to register makes the charge void as against the liquidator, administrator, and any 
creditor of the company. Under the legislation the security is not void against the company 
itself, perhaps because this would prejudice purchasers from a security-holder which exer- 
cised its power of sale. Only the security is affected by non-registration, and the avoidance 
of a charge is without prejudice to the repayment obligation. 

Contrast the result of failing to register a charge under the Companies Act with that 
obtaining for bills of sale. (As indicated earlier, bills of sale have never been of great prac- 
tical significance in effecting commercial security over goods.) Under the legislation, a bill 
of sale by way of security is void if not in statutory form or registered. Non-compliance 
with the statutory form means that, not only is the security aspect void, but also the per- 
sonal covenant to pay interest. Seeking to avoid the draconian consequences of this, the 
courts in such cases have granted a restitutionary remedy for money had and received, 
and coupled it with an obligation to pay interest at a reasonable rate—unhappily for the 
money-lenders in some of the cases, the courts have held the reasonable rate to be 5 per 
cent, rather than the some 60 per cent set out in the agreements.® Analytically, the courts 
are simply recognizing that a borrower has a personal obligation to repay the principal, 
apart from any security. If legislation avoids the security, that cannot affect this obligation, 
although it may strike at any provision in the security about interest. Only in requiring 
payment of 5 per cent interest are these cases legally unorthodox—at common law there is 
no obligation to pay interest in the absence of a stipulation to that eflect—and then it could 
be argued that they are doing rough justice. 

Does this approach apply to the much more common situation where the security 
given is governed by the Consumer Credit Act 1974, but the Act’s various formalities for 


& e.g. United Bank of Kuwait plc v. Sahib [1997] Ch. 107 (CA). 
6 Bills of Sale Act 1878 (Amendment) Act 1882, ss. 8, 9. 
6 e.g. Davies v. Rees (1886) 17 QBD 408 (CA). 
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the security, and in other respects, are not met? Although in some cases non-compliance 
under the Act simply causes the security to be enforceable only by order of the court, in 
other circumstances the security ‘shall be treated as never having effect.” If the security 
is to be treated as never having effect, and if it contains payment obligations, then on first 
impression, these too must be nullified. A debtor’s personal obligation to repay the credit 
advanced will remain unaffected, although whether a court should couple an action for 
money had and received with an obligation to pay reasonable interest (as in the bill of sale 
cases) is open to doubt. 


C. STATUTORY VULNERABILITY 


Security is vulnerable to a range of statutory provisions. The money-lenders legislation 
has already been alluded to; it can render security unenforceable.” In commercial practice 
security must always be tested for vulnerability were an insolvency to occur within the 
suspect periods after its grant set by the Insolvency Act 1986, notably section 239 (prefer- 
ences), section 245 (floating charges). Breach of the former provision means the court 
must make such order as it thinks fit for restoring the position to what it would have been 
if the company had not entered into the preferential transaction. Specific orders contem- 
plated include wholly or partly releasing or discharging any security. Breach of section 245 
means that the floating charge is invalid except to the extent of ‘new money’ provided by 
way of consideration for the creation of the charge. Section 238 (transactions at an under- 
value) cannot be used to invalidate a mortgage or charge to secure existing indebtedness 
because no assets of the company have ceased to be its property and its total assets have 
not been reduced. Quaere whether the same reasoning applies to a guarantee of a third 
person's indebtedness given for no or nominal consideration. 

An instance of statutory illegality frequently encountered in commercial practice is the 
financial assistance provision of the Companies Act 2006 (s. 680). That provision and its 
predecessors make it unlawful for a public company (under previous legislation private 
companies were included as well) or its subsidiaries to give financial assistance directly or 
indirectly for the purpose of enabling a person to acquire its shares. Financial assistance is 
now defined widely to mean financial assistance given by way of guarantee or security. The 
prohibition had its origins in the common law objections to a company reducing its capital 
and legislative fears of asset-stripping takeovers. It was subsequently considered as much 
directed at making sure a company uses its funds for proper purposes. 

The English legislation has never spelt out the civil consequences of a breach of this pro- 
hibition; it simply has attached to it a criminal penalty. The courts have filled the gap and 
held that security given is caught by section 680 and its predecessors as an illegal contract. 
The classic situation is where a bank is asked to advance money to someone to enable it to 
effect a takeover of a company. The bank wants security as backing. But security given by 
the company itself runs up against the prohibition; in practice the bank may not be pre- 
pared to provide the finance without that security. As a matter of policy, the unenforceabil- 
ity of security ‘is likely to deter potential lenders from lending money on security which 
might be held to contravene the statute and is likely to be more efficacious in achieving the 
policy of the sections than the very small maximum penalty on the company.” 

The consequence of the security being unenforceable in the classic situation described 
seems to be that the bank becomes an unsecured creditor. The loan itself seems not to be 


7 e.g. s, 106(a). * e.g. Orakpo v. Manson Investments Ltd. [1978] AC 95 (HL). 
© Heald v. O'Connor [1971] 1 WLR 497, 502. 
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tainted by the illegality and the unenforceable security can be severed from it. There seem 
to be no public-policy objections to this outcome. Of course this will be very cold com- 
fort when the purchaser is in financial difficulties. In practice the gateway provisions are 
often invoked to validate the security. But for banks the matter is not wholly satisfactory. 
Uncertainty as to the possible voidness of transactions may inhibit them from becom- 
ing involved in financing transactions. Canadian legislation provides that the rights of a 
lender for value are affected only if it acted in bad faith or with knowledge of the contra- 
vention. ” But banks advancing money will almost always know the purpose for which it 


is to be used and if they know the purpose, they will not come within even such a saving 
provision. 


7 See s. 45(5) of the Business Corporations Act 2000 (Alberta). 
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The global financial crisis and subsequent events 
have changed the face of banking and banking 
law. This revised edition of Principles of Banking 
Law offers an authoritative account of the law 
and the complex institutional framework 
governing banks and banking transactions. Ross 
Cranston has been joined by a team of leading 
scholars and experts to elucidate modern banking 
law for the student and professional reader. 


Examining the burgeoning world of bank 
regulation as well as the introduction of bank 
resolution regimes, the authors guide the reader 
through this fast evolving legal landscape. ‘The 
text also continues to address other key issues, 
including, the bank-customer relationship, 
payments, lending, and financial services. 


Principles of Banking Law will prove an invaluable 
and enlightening resource for undergraduates, 
postgraduates, and practitioners alike. 
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